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OUR COVER 


Louis F. Oberdorfer, recently appointed by the President as Assist- 
ant Attorney General in charge of the Tax Division of the Department of 
Justice, is featured on our cover this month. His appointment was con- 
firmed by the Senate on February 9, 1961, and he took the oath of 
office on February 10. 


Mr. Oberdorfer is well qualified for his new position as Assistant 
Attorney General. He has specialized in federal tax law since 1947, 
and has a well-grounded knowledge of the federal tax system and how 
it operates. 


The Tax Division of the Department of Justice, which Mr. Oberdorfer 
now directs, has jurisdiction over federal tax litigation, civil and criminal, 
in the United States district courts, the United States Court of Claims, 
the United States Courts of Appeals, the various state courts, and upon 
assignment by the Solicitor General, the Supreme Court of the United 
States. The conduct of tax litigation by the Tax Division under Mr. Ober- 
dorfer's direction is centralized in Washington and delegated to the 
various United States attorneys throughout the United States. 


The new Assistant Attorney General was born in Birmingham, Ala- 
bama, on February 21, 1919. He received his A.B. degree from Dart- 
mouth College in 1939, and in 1946, received his LL.B. degree from the 
Yale University Law School. From 1941 to 1946 he served as a captain 
in the United States Army. During 1946 and 1947, he served as a law 
clerk to Associate Justice Hugo L. Black of the United States Supreme 
Court. From .1947 until his present appointment as Assistant Attorney 
General, Mr. Oberdorfer was in the private practice of law in Wash- 
ington, D. C., specializing in federal taxes. 


Mr. Oberdorfer is a member of the bars of Alabama and Wash- 
ington, D. C. 


THIS MAGAZINE is published to promote sound thought in economic, legal and 
accounting principles relating to all federal and state taxation. To this end it 
contains signed articles on tax subjects of current interest, reports on pending 
state tax legislation, interpretations of tax laws and other tax information. 


The editorial policy is to allow frank discussion of tax issues. On this basis 
contributions are invited. Responsibility is not assumed for the contents of the 
articles or for the opinions expressed therein. Editor, Henry L. Stewart: Wash- 
ington Editor, Lyman L. Long: Business Manager, James L. Jones; Circulation 
Manager, Richara H. Lane. 
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TAX-WISE NEWS 


SCARCELY A WEEK GOES BY without 
some court’s decision on the complex problem of determining where a 
person’s home is located, for purposes of deductible traveling expenses. 
Most recently it has been the Sixth Circuit Court of Appeals to make 
news, not so much by laying down new principles of law, but by 
denying the proposition advanced by a lower court. 


A district court in Kentucky had decided that the home of a race 
track starter was the temporary job site where he spent more time 
during the taxable year than at any other place. The Court of Appeals 
for the Sixth District, however, considered this a “strained and arti- 
ficial construction” of the statute. It considered that the racing 
official’s home for all purposes was the place where he had lived for 
25 years, where he had purchased a house and maintained a home for 
his wife, her parents and himself, where he voted and resided between 
periods of temporary employment away from home.—Burns, 61-1 ustc 


7 9294 (CA-6). 


The Tax Court may also have been swayed somewhat, recently, 
by the length of time a management consultant spent away from his 
principal place of residence. The evidence showed that for 300 days 
in each of. two years the consultant was engaged in Dayton, Ohio, 
some 37 miles from his home. He had a phone-answering service in 
Dayton and a mailing address there, while he lived in a hotel. Dayton, 
in the opinion of a majority of the Tax Court, was the consultant’s 
home. There were four dissents, however, and since this case on 
appeal would go to the Sixth Circuit, maybe there is more to be heard 
from it.—Green, CCH Dec. 24,666, 35 TC —, No. 87. 


ms 

T HE COURT OF.CLAIMS BELIEVES 
there is no taxable gain in an exchange of property if there is no ready 
means of ascertaining the value of. property received. It does not 
countenance looking to the value of the property transferred, in such 
a case, and measuring gain by the difference between that value and 
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basis. Code Section 1001(b), the Court of Claims states; confines the 
question of determining gain to the property received. 


Thus, when a husband in a divorce proceeding transferred to his 
wife, in exchange for her release of a right to future support, securi- 
ties which were worth more than his basis for them, there was no 
taxable gain because it was impossible to put a price tag on the wife’s 
right to support. 


There is a split of authority on this question, the Court of Claims 
now siding with the Sixth Circuit, in Marshman, 60-2 ustc { 9484, 
rather than with the Second Circuit, in Halliwell, 42-2 ustc J 9789, or 
with the Third Circuit, in Mesta, 41-2 ustc § 9768.—Davis, 61-1 ustc 
9276 (Ct. Cls.). 


THERE MUST BE GREAT PLEASURE 
in owning and operating a luxury yacht, but a great deal of difficulty 
may be encountered in attempting to convert the yacht to property 
held for the production of income, so that certain expenses including 
depreciation may become deductible items. Philanthropist Marjorie 
Merriweather Post experienced this recently when she sought to sell 
her Sea Cloud, a seagoing vessel which originally cost her $1,225,000. 


Without questioning the expenditure of some $200,000 in mainte- 
nance during the time the yacht was for sale, or quarreling over 
depreciation in the amount of $157,000, the Tax Court nonetheless 
denied deduction of these items because there had not been a suf- 
ficient conversion of the property to income-producing uses. The fact 
that the yacht had not been chartered or offered for chartering—rent- 
ing, that is—was highly significant, and in spite of the fact that there 
probably was little or no rental market for a piece of property as 
expensive as the Sea Cloud.—Post, CCH Dec. 24,700, 35 TC —, No. 97. 


Tue AREAS in which the IRS no longer 
deigns to issue advance rulings on the taxability or tax consequences 
of transactions continue to expand. (See TAXES, March, 1961, p. 196.) 
Recently the Commissioner has clammed up on transfers of technical 
“know-how” agreements from domestic corporations to foreign sub- 
sidiaries (T. I. R. No. 308) ; acquisitions, for diversification purposes, 
of securities of one investment company by another (T. I. R. No. 
309) ; corporate liquidations in which the old shareholders wind up as 
owners of a new corporation (T. I. R. 310)—although this was just 
a tightening up in an already forbidden area—and transfers of ap- 
preciated real estate to newly organized real estate investment trusts 
(T. I. R. No. 312). 


CoNnSCIENTIOUS OBJECTION to war 
and to the use of tax revenues for arms is no excuse for not filing 
income tax returns and paying taxes due. So it was that an ordained 
minister of the clergy, who was a pacifist, was not excused from filing 
income tax returns although, after studying the federal budget for the 
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years 1949-1952, he decided it would be irrational for him and against 
his conscience to pay taxes which would be used for war purposes. 
Deficiencies were upheld for failure to file returns and a negligence 
penalty added for willful neglect of the obligation to pay tax. 


At return time each year the minister advised the IRS by letter 
that he was not filing a return. He was unquestionably sincere, and, 
when deficiencies were proposed against him, argued that the First 
Amendment to the Constitution—guaranteeing freedom of religion- 
protected him. 


The Tax Court, as might be expected, found that the guaranty 
of the First Amendment extends only to the free practice of religion. 
The Internal Revenue Code, on the other hand, does not directly 
impede the practice of religion—Muste, CCH Dec. 24,708, 35 TC 
No. 102. 


ie ml 

I RUSTS ARE LEGITIMATE MEANS of 
dividing ownership of property and, under proper conditions, splitting 
up income, but the creation of 90 trusts for the same beneficiary—a 
son—and involving in toto about $17,500 was too much for a district 
court in Louisiana to swallow. This was a mockery of our tax laws, 


the court felt, and all the trusts were to be treated as one.—Boyce, 
61-1 uste § 9257. 


Two TAX COURT CASES lately have 
pointed up the part which such an unexpected event as illness might 
play in a corporation’s escaping the fate of being ruled to be “collapsible.” 

“Collapsible” corporations, of course, are companies formed or 
“availed of” for the purpose of affording their organizers or share- 
holders an opportunity to eke capital gain out of an investment which 
regularly produces ordinary income—dividends. The Code sections on 
collapsible. corporations are complicated, wordy and involved, but 
what they add up to is that a “view” or intention to form a corpo- 
ration for certain proscribed uses is taboo. Proof of intention is the 
important thing. 


Thus, when one owner of stock in a building corporation dis- 
posed of his stock because he had received doctor’s orders to get into 
some line less active than managing a building, a majority of the 
Tax Court felt he probably had not intended in the first place to avail 
the corporation of wrongful purposes. (Five dissents felt the stock 
owner could get his diversified activity by playing golf or taking 
dancing lessons.)—Riley, CCH Dec. 24,687, 35 TC —, No. 95. 


In the second case, the Tax Court majority probably went a step 
further and still held for the stockholder. It admitted that the corpo- 
ration had been availed of as a means of disposing of stock before 
realization of a substantial portion of the income from the property 
created by the corporation. But the requisite “view” of planning 
things the way they worked out was absent because, again, illness 
prompted the stockholder to dispose of his holdings. Once more, 
however, there was divided thought in the Tax Court; four judges 
dissented.—T emkin, CCH Dec. 24,707, 35 TC —, No. 101. 


April, 1961 © TAXES—The Tax Magazine 





April, 1961 


Vol. 39, No. 4 


The Tax Effects 


of Cuban Expropriations 
By JAY 0. KRAMER 


American taxpayers have in the past been faced with expropriations 
of their property in foreign lands. This article surveys 

what mitigation of taxes the taxpayer can expect either by way 

of legislation or the courts. The author is a member 

of the New York law firm of Kaye, Scholer, Fierman, Hays & Handler. 


HE DRAMATIC RUPTURE of relations on January 3, 1961, 

between the United States and Cuba, has served to emphasize the 
political consequences of recent actions by the Castro regime against 
United States interests. In the 12 months preceding the diplomatic 
break, United States taxpayers, individual and corporate, had seen 
their property worth between 850 million and 1 billion dollars * taken 
by the Cuban authorities. It is obvious, when the total of property 
seized reaches such tremendous proportions, the tax effects have and 
will become a matter of widespread concern on the part of the tax 
practitioners who are called upon to advise their clients. Nevertheless, 
despite the enormous volume of the seizures of United States assets, 
the Internal Revenue Service has not, to the date of this writing, 
issued a general ruling or any instructions to guide affected taxpayers. 
Instead, it-has preferred to assume its traditional pose, namely, that 
it is incumbent on each taxpayer to develop the facts upon which the 
Service may rule. This curious position disregards the fact that the 
United States Department of State stood and stands ready and willing 
to supply the Service with all the evidentiary material necessary to 





*United States Department of Conference, Office of Business Economics, 
November 14, 1960 (OBE 60-83).. The Report by United States to Inter- 
American Peace Committee (August 1, 1960), page 55, stated the amount to be 
in excess of $850 million. Since that date the assets of three United States 
banks were seized, as well as other assets of United States citizens. Further- 
more, United States firms which were owed money for goods sold in excess 
of $100 million were unable to obtain payment (State Department. Release No. 
304, June 4, 1960). Oil companies which imported $50 million worth of crude 
oil for refining in Cuba were refused payment. (State Department Press Release 
No. 381, July 5, 1960.) 
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establish the pattern of seizures them- 
selves and the purported legal bases 
upon which the Castro regime has 
acted. As a result, taxpayers have 
been left to their own resources, where 
common sense would seem to dictate 
Treasury assistance in its own interest 
to obtain proper and uniform treat- 
ment of losses on tax returns.? 


Legal and Factual Background 
of Cuban Seizures 


The first properties of United States 
taxpayers to be seized by the Castro 
regime were the sugar plantations 
commencing more than six months 
after the enactment of the Agrarian 
Reform Act of June 3, 1959. It has 
been estimated that the value of these 
properties alone amounted to $650 
million. An aide-memoire delivered 
by the United States State Depart- 
ment on June 4, 1960 (one full. year 
later) to the Foreign Ministry of Cuba 
pointed out that to the knowledge of 
the State Department, not a single 
American property owner had been 
reimbursed for lands taken from him. 
As the aide-memoire stated: 


“Property has been confiscated, ex- 
propriated or intervened, frequently 
without [the giving of] receipt, and 
the owners... . have been physically 
expelled from their lands.” 


The next group of United States 
taxpayers to feel the weight of the 
Castro regime were the oil companies, 
which had been granted a special un- 
alterable 20-year. guarantee for new 
refineries installed under Decree No. 
1758 of November 2, 1954. Despite 
this law, Texaco and Esso Standard 
had their refineries taken from them 
by acts of intervention or seizure, 
which intervention device the United 





*When United States. taxpayers suffered 
far less grievous losses in. recent hurri- 
canes—where the facts were within tax- 
payers’ control, the Service issued instruc- 
tions to guide them. 
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States State Department termed to be 
illegal.* 


On July 16, 1960, Law 851 was 
promulgated empowering the President 
and Prime Minister of Cuba to decree 
nationalization of all property of United 
States citizens located in Cuba.* This 
law was protested by notes of the 
United States Embassy in Havana on 
July 16, 1960. Thereafter, under date 
of August 6, 1960, the President and 
Prime Minister of Cuba signed a reso- 
lution nationalizing the properties of 
26 companies wholly or partially 
owned by United States citizens. This 
seizure was protested by a note from 
the United States Embassy in Havana 
on August 8, 1960. 


On September 17, 1960, the Presi- 
dent and Prime Minister acting under 
the law of July 16, 1960 (Law 851) 
nationalized three American-owned 
banks (The Chase Manhattan Bank, 
The First National City Bank of New 
York and the First National Bank of 
Boston) in Cuba. On September 29, 
1960, a United States note protested 
that seizures under Law 851 decree- 
ing nationalization were “forced ex- 
propriations.” The law was termed 
“discriminatory, confiscatory and ar- 
bitrary” therein.° 


As early as July 16, 1960, the very 
date of the promulgation of Law 851, 


the United States Ambassador to 


Cuba, by note had pointed out that: 


“The Nationalization Law is both 
arbitrary and confiscatory in that its 
provisions for compensation for prop- 
erty seized fail to meet the most mini- 
mum criteria necessary to assure the 
payment of prompt, adequate and ef- 
fective compensation and in its spe- 
cific prohibition of any form of judicial 

* State Department Press Release No, 381, 
cited at footnote 1. 

*State Department Press Release No. 441, 
August 9, 1960. 

* State Department Press Release No. 575, 
September 30, 1960. 
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or administrative appeal from the resolu- 
tions of the expropriating authorities.” 


Statements, attributed to the Cuban 
Government that property seized would 
be compensated for by 50-year bonds 
payable out of excess sugar prices 
paid by the United States were cur- 
rent in the United States press. No 
evidence has been found that any such 
bonds were actually handed over to 
United States citizens, whose property 
was taken, nor do any of the press 
releases of the State Department dur- 
ing the period of the Cuban seizures 
refer to the issuance of any such 
“compensation.” The statements may 
therefore be considered in the nature 
of propaganda. 


In view of the foregoing record 
which was easily and readily available 
to the Internal Revenue Service, the 
failure to issue general rules or in- 
structions for the guidance of United 
States taxpayers affected by the seiz- 
ures is not fully understandable. 


Tax Effects 
of Cuban Seizures 


What are the effects on United 
States taxpayers whose property has 
been taken by the Cuban authorities? 


Is there a loss?—The first question 
which must be answered is whether 
the taking of the property by the 
Cuban authorities constitutes a confis- 
cation which is a closed transaction 
in the year of the taking: From the 
facts previously developed, there would 
seem to be no difficulty for a taxpayer 
to establish that the actions of the 
Cuban Government in nationalizing 
property constitutes a confiscation. 
The taxpayer is not required to be an 
“incorrigible optimist” that he will 





*In Weinmann v. U. S., 60-1 uste $9465, 
278 F. 2d 474 (CA-2), the-court considered 


Czechoslovakian nationalization acts as 
giving rise to a loss. However, the tax- 
payer failed to show that he had recovered 
his property there prior to nationalization. 
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receive payment. U.S. v. S. S. White 
Dental Manufacturing Company, 274 
U.S. 398 (1927). 


In the period following World War 
II, the Hungarian Government, as 
part of its own communist-inspired 
program, issued a decree nationalizing 
certain properties. It was held, in 
Peter S. Elek, CCH Dec. 23,054, 30 
TC 731 (1958), that a loss was estab- 
lished by a United States taxpayer 
because there was little reasonable 
hope that compensation would be 
forthcoming from the Hungarian au- 
thorities. This case was recently cited 
with approval in Tibor Daniel, TCM 
1960-274. See, also, Andrew. P. Solt, 
CCH Dec. 19,287, 19 TC 183 (1952). 


There is no reason to expect that 
the Cuban Government will be any 
quicker to compensate United States 
citizens than the Hungarian Govern- 
ment was to compensate those who 
lost their property under the com- 
munist programs of that country.® 


What kind of loss?—The position 
of the Internal Revenue Service, as 
expressed in I. T..4086, 1952-1 CB 29, 
is that losses sustained through con- 
fiscation and seizure of property 
under authority of the laws of a for- 
eign country are not “casualty” losses.” 
They would not be deductible, there- 
fore, under Section 165(c)(3). In 
Weinmann v. U. S. the court stated: 
“It is common ground that national- 
ization does not constitute a casualty 
or theft loss. . . .” 


The former war loss provision, Sec- 
tion 127(a) of the 1939 Code, is clearly 
not available. It dealt solely with 
property lost during World War II as 
a result of enemy action or occupa- 
tion. Estate of Wladimir Von Dattan, 
CCH. Dec. 20,450, 22 TC 850 (1954). 


"Congressman - Boggs of Louisiana has 
introduced a bill in the House of. Repre- 
sentatives (H. R. 2217) which would treat 
Cuban seizures as casualty - losses. 





It did not cover post-war losses. See, 
also, Bernhard Altmann, CCH Dec. 
19,625, 20 TC 236 (1952) (remanded, 
CA-2). The 1954 Code failed to re- 
enact Section 127(a), but limited its 
provisions solely to recoveries of 
property on which war losses have 
been claimed in Sections. 1331-1337, 
inclusive. 


What kind of a loss may a taxpayer 
claim? The ruling (1. T. 4086) states 
that a loss may be claimed only if 
incurred in a trade or business, or ina 
transaction: entered into for a profit. 
It is therefore incumbent on tax- 
payers losing their Cuban holdings to 
show that losses fell in one or the 
other category. This would leave 
taxpayers who had lost purely per- 
sonal property without tax relief; for 
example, a home, a yacht, jewelry, 
clothing, etc. 


Those United States taxpayers who 
merely owned securities in corpora- 
tions having seized assets would be 
compelled to claim relief under Sec- 
tion 165(g) on the ground that such 
securities had become worthless, en- 
titling them to a capital loss on the 
last day of the taxable year in which 
the seizure took place. However, if 
the corporation in question had any 
net assets outside Cuba, Section 165(g) 
would not be available since the stock 
would not be worthless. 


If a United States corporation has 
another United States corporation as 
a subsidiary operating in Cuba, whose 
assets are all nationalized, the parent 
corporation could claim an ordinary 
loss under Section 165(g)(3). How- 
ever, if the subsidiary is not a domes- 
tic but a Cuban corporation, a capital 
loss, not an ordinary loss, is sustained 
under Section 165(g) (1). 

When is loss sustained ?—The ques- 
tion of when a loss is sustained is 
governed by the facts. With all-due 


*Cohan v. Commissioner, 2. ustc {| 489, 39 
F. 2d 540 (CA-2, 1930). 
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deference to the Internal Revenue 
authorities, it would seem reasonably 
clear within the doctrine of United 
States v. S. S. White Dental Manufac- 
turing Company, that a United States 
taxpayer would have to be an incor- 
rigible optimist, as events unfolded 
during 1960, to believe that he was 
going to receive compensation from 
the Castro regime. The United States 
State Department emphasized in the 
press release previously cited that the 
seizures were confiscatory and arbi- 
trary, without proper receipt, and 
without proper provision for compen- 
sation. —The most persuasive fact is, 
as was pointed out, that no court re- 
view was or is permissible. 


It would, therefore, seem advisable 
for United States taxpayers to claim 
the losses occurred in 1960 in the first 
instance. It is not believed that the 
breaking of relations on January 3, 
1961, is indicative of a loss in 1961 
rather than 1960, although it is possi- 
ble that Congressional action in the 
form of legislation might make that 
the operative date. 


How much is loss?—The loss will 
be limited to the cost or other basis 
of the property seized, adjusted for 
depreciation. The major difficulty, as 
always in the case of foreign seizures, 
is that the very act of confiscation 
also in many cases results in a seizure 
of records. The proof of basis may 
become a matter of great difficulty. 
Fortunately, however, there is author- 
ity, where direct evidence is unavail- 
able for the use of estimates. Andrew 
Solt, citing the Cohan rule® with ap- 
proval. See, also, Benjamin H. Min- 
chew, CCH Dec. 19,917(M), 12 TCM 
1107 (1953). 


Need for Legislation 


Taxpayers, especially small ones, 
will not have the facilities to establish 
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their own particular losses to the de- 
gree required by the Internal Revenue 
authorities under the present state of 
the law. Under the circumstances, 
legislation along the lines of former 
Section 127(a) of the 1939 Code would 
seem appropriate. The legislation 
should contain presumptions of loss 
immediately upon nationalization of 
property by decree of a foreign gov- 
ernment similar to the war loss pre- 
sumptions. The burden of proof re- 
quired of the unfortunate taxpayer 
would thereby be greatly lightened 
and the possibility of litigation de- 
creased. 

A possible legislative solution to the 
problem of Cuban seizures is H. R. 
2217 recently introduced in the House 
of Representatives by Congressman 
Boggs. This bill would permit tax- 
payers to claim ordinary losses in the 
year of seizure for property confis- 
cated by the present Cuban regime. 
All losses would be treated as ordinary 


losses in the year of seizure, without 
regard for any possibility of compen- 
sation by the Cuban authorities for 
the property seized. 


Conclusion 
The seizures of property of Ameri- 
can taxpayers in excess of 1 billion 
dollars by the Cuban government can- 
not help but have serious economic 
consequences and therefore corre- 
sponding tax problems. In the ab- 
sence of legislation, taxpayers will 
have to be guided by the few authori- 
ties and precedents set forth above 
due to the reluctance of the Internal 
Revenue Service to initiate general 
rules in this situation. There appears 
to be a need for tax legislation to 
cover the nationalization of property 
of United States taxpayers by foreign 
governments, perhaps following the 
war loss provisions of the 1939 Code. 
[The End] 


THE CRUEL CONSEQUENCES OF UNFORTUNATE TIMING OF SALE 


An electrician moved to Florida on account of the health 
of one of his children and used his life’s savings (plus borrow- 
ings) to purchase a motel there. The operation was a loss 
from the outset—so much so that the electrician had to resume 
his regular trade during much of 1952 and most of 1953. On 
December 11, 1953, he sold the motel at a sizeable loss and in 
1954, 1955 and 1956 sought to carry over a net operating loss 
deduction. 


Though admitting that its finding was necessarily “par- 
ticularly oppressive,” the Tax Court denied the deduction for 
the net operating loss carryover because the sale occurred 
in 1953, a year governed by the 1939 Code, and a loss was 
available in computing a net operating loss carryover then 
only if it was “attributable to the operation of a trade or 
business regularly carried on by the taxpayer.” 


Since, under the 1939 Code, a sale of a business asset 
could not be attributable to a business regularly carried on, 
the loss on the sale of the motel did not qualify for a net 
operating loss carryover. Had the sale been made a mere 
three weeks later—in 1954—the electrician’s life savings need 
not have been a total loss. (Morris, TC, § 7411(M).) 
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Accelerated 
Straight Line Depreciation 


By ROBERT S. HOLZMAN, Ph. D. 


Accelerated straight line depreciation is a matter of proof, 

but simple tests evolved by the courts 

have been ignored, says the author. He is professor of taxation, 
New York University, Graduate School of Business Administration. 


CCELERATED DEPRECIATION conjures up in most minds 
such relatively untested methods as declining balance and sum of 
the years-digits, or, under appropriate circumstances, the rather 
ignored concept of unit of production. Actually the familiar,? com- 
fortable straight line basis is susceptible to rapid depreciation where 
the exhaustion of an asset is speeded up by such factors as heavy, 
long or severe use. Unlike the so-called rapid depreciation methods, 
the write-off may be geared to actual exhaustion and not to an esoteric 
mathematical concept. The problem is one of proof. 


Up to this point, taxpayers have not fared too well with accel- 
erated depreciation on the straight line basis. Frankly, most of the 
litigated cases lost by taxpayers should have been lost. The simple 
tests evolved by the courts usually have been ignored. 


Concept 


The regulations provide that: “Under the straight line method 
the cost or other basis of the property less its estimated salvage value 
is deductible in equal annual amounts over the period of the estimated 
useful life of the property.”* The phrase “in equal annual amounts” 
suggests a uniform yearly write-off, regardless of use or of wear and 
tear; but the technique as provided in the next sentence of the regu- 
lations indicates that the write-off cannot be uniform if annual 
experience of a variable nature is applied. “The allowance for depre- 
ciation for the taxable year is determined by dividing the adjusted 
basis of the property at the beginning of the taxable year, less salvage 





* For 1957-1958, 70 per cent of the total depreciation on tax returns was com- 
puted on the straight line basis. Declining balance accounted for 16 per cent; sum 
of the years-digits, 11 per cent. T. I. R. No. 226, CCH Sranparp Feperat Tax 
Reporter {[ 6450 (1960). 

* Reg. Sec. 1.167(b)-1(a). 


April, 1961 © TAXES—The Tax Magazine 





value, by the remaining useful life of 
the property at such time.” “[T]he 
remaining useful life” may very well 
change in each year’s new computa- 
tion by virtue of conditions of use and 
an annual reappraisal (perhaps ago- 
nizing) of what is likely to take place 
upon the basis of what has taken place. 

There is authority for modifying 
depreciation rates to reflect changing 
conditions of the use or state of the 
asset. “Depreciation is a matter of 
judgment, and must be determined 
from evidence rather than by mathe- 
matics or formulas.” * “It may also 
not be amiss to say further that in 
my judgment the element of depreci- 
ation should not be measured by a 
theoretical yardstick, but should be 
determined by a careful consideration 
of the actual facts touching the physi- 
cal condition of each particular plant 
under consideration.” * 

“Facts shown by reliable evidence 
were preferable to averages based 
upon assumed responsibilities.” > “My 
own view is that certainly in a case 
of this kind the actual physical ex- 
amination of the property by compe- 
tent witnesses and their estimate and 
opinion of the actual depreciation is 
a better guide than any of the theoret- 
ical methods that had been suggested.” ® 

It has been said of ‘straight line de- 
preciation, “It undoubtedly has its 
place, but it must yield to the facts in 
any particular case.”* “The crucial 
factor is what reasonably was 
known and ascertainable at the end of 
each of such periods as to the reason- 
ably foreseeable and useful life of the 
plant.” § 


* Kinsman Transit Company, CCH Dec. 
202, 1 BTA 552 (1925). 

* Landon et al. v. Court of Industrial Rela- 
tions of State of Kansas, 269 F. 433 (DC 
Kan., 1920). 

* Pacific Gas & Electric Company v. 
Francisco, 265 U. S. 403 (1924). 

* Southern Bell Telephone & Telegraph 
Company v. Railroad Commission of South 
Carolina et al., 5 F. 2d 77 (DC S., C.,.1925). 


San 


Accelerated Straight Line Depreciation 


Straight line depreciation rates should 
not be modified without a cogent rea- 
son.® But if there is compelling reason 
for a change, the results may be far 
more productive of true taxable income 
than rigid adherence to uniformity. 
As was stated in one accelerated 
straight line depreciation case, “Which 
method results in petitioner having 
the reasonable allowance provided for 
by statute? The method of the peti- 
tioner, which takes into account all 
factors having an actual bearing upon 
depreciation—the facts and circum- 
stances peculiar to each year, or the 
method of the Commissioner, which 
apparently gives no consideration to 
such actual facts, but, instead, is based 
upon a theoretical and mathematical 
formula? We are of the opinion that 
the method used by petitioner, of 
establishing the depreciation actually 
sustained during the years in contro- 
versy, is more accurate and reasonable 
than the one used by the Commis- 
sioner.”’ 7° 


Rationale 


If an asset is used more continu- 
ously, or more rapidly, or under more 
adverse conditions than had been an- 
ticipated when the straight line depre- 
ciation rate originally was set, it seems 
logical to conclude that the asset will 
wear out more rapidly than normal 
depreciation rates would recognize. 
There is certainly a tendency for assets 
to wear out more rapidly by reason 
of greater use; but the court is more 
interested in what the effect is upon 
the asset than in what the effect tends 


*Washburn Wire Company. v.. Commis- 
sioner, 3 ustc J 1180, 67 F. 2d 658 (CA-1, 
1933). 

* Commissioner v. Mutual Fertilizer Com- 
pany, 47-1 ustc J 9141, 159 F. 2d 470 (CA-S5). 

*Lake Charles Naval Stores, CCH Dec. 
7381, 25 BTA 173 (1932). 

*” Otis Steel Company, CCH Dec, 2218, 6 
BTA 358 (1927). 
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to be." “It is not necessarily true 
that machinery will deteriorate in a 
direct ratio to its use.”** That the 
asset will deteriorate more rapidly be- 
cause of greater or more arduous use 
may seem to be axiomatic, but relat- 
ing this use to deterioration in terms 
of dollars requires. more than logic. 
“The burden of showing the reason- 
ableness of the rates of accelerated 
depreciation claimed rests upon the 
petitioner,” ** 


In general, taxpayers who have won 
their cases have been able (1) to prove 
that depreciation was more rapid in 
the taxable periods because of stated 
facts and (2) to furnish an estimate of 
this greater use in terms of dollars. 
The more serious stumbling block has 
been (2), and this requirement has 
been satisfied by (a) examination of 
the asset at the beginning and at the 
close of the period or (b) estimates by 
witnesses of unquestioned technical 
background and experience. “It must 
be recognized that there is no method 
by which depreciation may be com- 
puted to the ultimate penny. All we 
can hope is to arrive at a fairly accu- 
rate allowance in the light of all the 
circumstances.” ™ 


Cases 


The argument of greater asset ex- 
haustion has been used ‘successfully 
with greatest frequency in the area of 
abnormally long working days: 

21.5 hours a day, 7 days a week— 
N. A. Woodworth Company; * Almost 
continuous operation — Hyatt Roller 
Bearing Company et al. v. U. S.; 54 
hours a week—Ray Harroun; 20-hour 
work days for trucks—Pilot Freight 
Carriers, Inc.; Abnormally long oper- 


™”H. E. Harman Coal Corporation, CCH 
Dec. 18,236, 16 TC. 787 (1951), aff'd. on 
this point, 52-2 ustc 7 9487, 200 F. 2d 415 
(CA-4). 

™ Donald V. Smith et al., 
15,808(M), 6 TCM 548. 


CCH Dec. 
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ation—Louis E. Whitham et al. ; Double 
shifts—C. T. Heaton Construction Com- 
pany ; Overtime—Levine Brothers Com- 
pany, Inc.; 24 hours a day, seven days 
a week for seven months—Mary Lucile 
Lewis et al.; Longer hours than antici- 
pated—B. F. Boyer Company; In- 
creases from 40 to 120 hours a week— 
Clarence Eaton et al.; 14-24 hours a 
day instead of ten—Planters Nut & 
Chocolate Company; 24 hours a day, 
including Sundays—Filer Fibre Com- 
pany; More intensive usage—Bell- 
Rogers & Zemurray Brothers Com- 
pany; 22-24 hours a day instead of 
eight—MacDonald-Kaitchuck Printing 
Company; Longer work hours—Har- 
mony Grove Mills; Continuous day and 
night operation—M. C. Stockbridge et 
al.; 24 hours a day, 365.days a year— 
Fort Orange Paper Company. 


Another argument that frequently 
is effective is inexperienced operators. 
If personnel were not familiar with serv- 
ing or servicing the equipment, misuse 
of the assets resulted in greater wear 
and tear; inadequate lubrication re- 
sulted in the same condition. This 
argument: was used successfully in 
these cases: Clarence Eaton et al.; 
Harmony Grove Mills; Hyatt Roller 
Bearing Company et al. v. U. S.; Levine 
Brothers Company, Inc.; Otis Steel 
Company; Planters Nut & Chocolate 
Company; Louis E. Whitham et al.; 
N. A. Woodworth Company. 


In Washington Piece Dyeing and Fin- 
ishing Company, the inexperience that 
was argued successfully was the tax- 
payer's: A dyeing concern was so 
unfamiliar with a new process for 
printing on fabric that the metal rol- 
lers employed wore out more rapidly 
than they should have. 


"The Copifyer Lithograph Corporation; 
CCH Dec, 16,954, .12-TC 728 (1949). 

“Crown Manufacturing .Company, CCH 
Dec. 3981, 12 BTA 37 (1928). 

“For full citations of the accelerated 
straight line depreciation cases, see the 
appendix. 
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Loss of all 12 superintendents in a 
textile mill created a situation where 
inexperienced overseers were the pre- 
cipitating factor in having inexperi- 
enced. operators, who treated the 
machinery too harshly. Hampton Cot- 
ton Mills. 


Another type of argument that has 
been used successfully is overuse or 
abuse of equipment: 


Trucks were overloaded to twice ca- 
pacity—Louis E. Whitham et al. ; Trucks 
were used excessively—Stephens Fuel 
Company, Inc.; Truck volume was in- 
creased—Clarence Eaton et al.; Terrain 
was rough—Bell-Rogers & Zemurray 
Brothers Company; Machines were 
subjected to terrible heat, some oper- 
ations being over open flames—Plant- 
ers Nut & Chocolate Company; More 
rapid operation of machinery caused 
increased vibrations in plant—-Hamp- 
ton Cotton Mills; Machines were over- 
loaded to. get increased production 
—Champion Coated Paper Company; 
Construction machines were operated 
continuously for seven months to beat 
out stormy weather—Mary Lucile 
Lewis et al.; 20 per cent of the machin- 
ery used salt in food processing, with 
resultant corrosion—Planters Nut & 
Chocolate Company; Contracting work 
in tidewater damaged equipment that 
sometimes was under salt water 
Clarence Eaton et al. 

Greater exhaustion of assets resulted 
from inadequate repair programs in 
some cases: 

No repairs were made—Filer Fibre 
Company; There was insufficient stop- 
page for repairs—Champion Coated 
Paper Company; Only imperative re- 
pairs were made—Otis Steel Company; 
The only repairs were those necessary 
to keep machinery running—Ray Har- 
roun; The superintendent who should 
have supervised repairs was ill—Har- 
mony Grove Mills. 

Machinery wore out more rapidly 
than the normal rate where the eq:tip- 


Accelerated Straight Line Depreciation 


ment was used for processing of a more 
difficult substance than had been taken 
into account in the original estimates: 


Heavier yarns were spun than those 
for which the machines had been de- 
signed—B. F. Boyer Company ; Cheaper 
grades of cotton were dirtier and dam- 
aged the machines—Hampton Cotton 
Mills; Inferior grades of materials 
were all that could be procured for 
pulp making—Filer Fibre Company; 
Granulated sugar had to be processed 
instead of powdered sugar—Levine 
Brothers Company, Inc. 


Under certain circumstances, night 
work can be more exhausting to equip- 
ment than day work. A contractor was 
found to have suffered because of 
conditions of poor visibility insofar as 
machine operators were concerned; 
also, only the most inferior types of 
men were willing to accept night 
work. Clarence Eaton et al. 


Failure of Proof 


It would be highly dangerous for a 
taxpayer to cite any of the above cases 
as authority for the proposition that 
it was used to illustrate, because in 
every area the courts have rejected 
these very arguments which applied 
to the same set of facts in other cases. 
These apparent paradoxes may be dis- 
tinguished by one word: “proof.” 
Thus on the issue of abnormally long 
working days, taxpayers have lost cases 
such as the following: 

“There is nothing in the evidence 

. to show that the effective life of 
the equipment was decreased as a re- 
sult of this increased use.” H. FE. Har- 
man Coal Corporation. There was no 
proof that “the life expectancy of the 
machine was materially reduced by 
the excessive usage.” Hyman R. 
Minkoff et al. The effect on machin- 
ery of overtime operation could not be 
demonstrated mathematically. Neuse 
Manufacturing Company. ‘Wartime 
conditions leading to more regular 
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use of a ship “do not warrant an ac- 
celeration in depreciation.” Gournares 
Brothers & Company, Inc. v. U. S. The 
fact that machinery was used more 
than eight hours a day did not prove 
that the remaining life of the property 
was shortened. Accurate Tool Com- 
pany, Inc. There was no showing that 
abnormally long hours of use actually 
shortened the useful life of the assets. 
Emma C. McIlwaine et al. There was 
no proof that double shift operations 
did reduce the useful life of the equip- 
ment. The Roundup Coal Mining Cor- 
poration. 


The argument of inexperienced op- 
erators (successful citations of which 
were presented above) was not sub- 
stantiated in these instances: 


The effect of inefficient labor upon 
machine exhaustion was not demon- 
strated. : Woodside Cotton Mills Com- 
pany. There lacked “any specific 
evidence as to the effect of the use of 
inexperienced or incompetent help in 
the normal wear of such equipment.” 
The Copifyer Lithograph Corporation. 
There was no proof that high em- 
ployee turnover and abuse of equip- 
ment by new employees actually resulted 
in shortening the remaining life of the 
assets. Harry Sherin et al. The al- 
leged inefficiency of wartime labor was 
refuted by showing that. machin- 
ery was kept in good condition some- 
how. Chicago Railway Equipment 
Company. 


Overuse or abuse of equipment, de- 
spite its successful citation by tax- 
payers in cases mentioned previously, 
was not satisfactorily demonstrated 
in the following instances: 


It had not been established that poor 
road conditions resulted in faster ex- 
haustion. of a motor vehicle... C. W. 
Carey. Even. if varying electrical 
power did cause machinery to break 
down, heavy repairs (which were 
claimed as deductions) kept the assets 
in regular operation. Brampton Woolen 
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Company. Argument that machines 
were operated at faster than normal 
speed in order to increase production 
could not be demonstrated where op- 
erations were on a 24-hour daily 
schedule under normal conditions. 
Dill & Collins Company. The actual 
result of overuse of assets could not 
be shown where there was no evi- 
dence of the condition of the machin- 
ery at the beginning and end of the 
period. Bullock v. Commissioner. Even 
where heavy equipment had to be re- 
located frequently, there was no evi- 
dence of a shortened life. Willis D. 
Owens et al. The effect of three-shift 
operation on the life of assets was not 
demonstrated. Spriesch Tool & Man- 
ufacturing Company, Inc. 


The consequence of inadequate re- 
pair programs, properly established in 
cases listed earlier, were not ade- 
quately presented in the following in- 
stances: 


Less than normal stoppage for re- 
pairs was not persuasive where the 
taxpayer had no actual experience to 
support the statement as to normality. 
The Copifyer Lithograph Corporation. 
The effect of lack of time for major 
overhauling could not be demonstrated 
where the machines never had been 
examined. Wallis D. Owens et al. Ab- 
sence of adequate repairs was not 
established as a factor in shortening 
the life of assets. Harry Sherin et al. 
Improper maintenance per se does not 
indicate greater exhaustion of the life 
of an asset. Gournares Brothers & 
Company, Inc. v. United States. There 
was no evidence that improper repairs 
affected the life of assets. The Avon 
Mills. 


Processing of a more difficult. sub- 
stance, as has been noted, constitutes 
a valid reason for more rapid depreci- 
ation; but in the following cases this 
argument was not accepted : 


Although government work involved 
the use of a heavier gauge metal than 
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had been used commercially, there 
was no evidence of the extent to which 
this work shortened the useful life of 
the assets. Southwest Ornamental 
Iron Company. After a company had 
changed from the light to the heavy 
construction field, there was no exam- 
ination of the equipment with a view 
to determining its remaining useful 
life. Western Contracting Corporation. 


Reconciliation of Decisions 


It has been seen that each type of 
reason for accelerated straight line 
depreciation that has been used by 
taxpayers successfully, likewise has 
been argued unsuccessfully by other 
taxpayers. It is not difficult to dis- 
tinguish most of these cases. Suc- 
cessful taxpayers have offered some 
sort of proof. Unsuccessful taxpayers 
have based their cases upon logic and 
opinions. Taxpayers met their bur- 
dens of proof with such material as: 


Details of excessive use and wear 
and tear were shown. Clarence Eaton 


etal. Testimony was given by experi- 
enced witnesses as to the physical 
wear and tear of continuous opera- 


tion. Pilot Freight Carriers, Inc. A 
highly experienced officer based his 
computations upon these factors: ac- 
tual use and extent of operation of 
the assets, the cost and age of various 
types of equipment, experience of the 
company in the past and the nature of 
repairs in the taxable year. Otis Steel 
Company. 


The chief reason 
have not accepted 
were persuasive on other occasions 
was lack of proof: In its simplest 
form, the proposition is this: Greater 
use is not synonymous with faster ex- 
haustion. In logic, the proposition 
should be true. But if an asset has a 
life of several years, it is to be ex- 
pected that there will be times of 
greater (or faster, or more strained) 
use and also times of lesser use. If 


why the courts 
arguments that 
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there is greater use of the asset than 
estimated in one year, no lessening of 
total life may be involved at all, for 
there may be less use than estimated 
in a later year. Under the straight 
line method, reasonable annual varia- 
tions are to be expected. Western 
Contracting Corporation. 


For this reason, unsuccessful tax- 
payers have heard the courts say re- 
peatedly that unless equipment is ex- 
amined before and after the taxable 
period, there is no proof of the effect 
of extra usage that justifies modifica- 
tion of the regular straight line rates. 
“|T ]}he machines never were thoroughly 
examined to determine exactly the 
amount of actual exhaustion during 
the years in question . . .” The Copi- 
fyer Lithograph Corporation. “{I]t 
does not appear that an examination 
of it was made to ascertain to what 
extent, if any, increased use was short- 
ening its life.” Wallis D. Owens et al. 
To the same effect were Southwest 
Ornamental Iron Company and Western 
Contracting Corporation. In Otis Steel 
Company, which was won by the tax- 
payer, the machines had been examined. 


As in any other case involving evi- 
dence, the impression given by the 
taxpayer or his witness is an intan- 
gible of extreme value. It is difficult 
to see how a taxpayer could hope to 
establish that the life of an asset has 
been shortened by abnormal condi- 
tions if his own witness declares, “I 
have never been able to determine 
what life a piece of machinery has.” 
Willis D. Owens et al. Nor does the 
rapid depreciation argument appear 
to be well buttressed if the taxpayer 
sayS upon cross-examination, “Just 
what the average [life] would be, I 
wouldn’t want to say definitely.” C. E. 
Neisler. : 


The maintenance of accurate records 
of use is of great assistance. Mary L. 
Lewis et al., Clarence Eaton et al., Otis 
Steel Company. 
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That replacements of equipment 
actually were required after the tax- 
able year, in a shorter period of time 
than had been estimated, is persua- 
sive. Filer Fibre Company. But in- 
quiry into events after the close of the 
taxable year may be fatal to the tax- 
payer. In one case, it was claimed 
that 24-hour operation should justify 
accelerated. depreciation of 25 per 
cent; but there were four years of 
such 24-hour operation, and yet the 
equipment still was operating in the 
year of the hearing. Aflas Tack 
Company 


Limitations 

If the taxpayer and the Secretary 
of the Treasury have made an agree- 
ment as to depreciation rates, a claim 
for accelerated depreciation by virtue 
of increased use must. be supported by 
the claimant: “Any change in the 
agreed rate and useful life specified in 
the agreement shall not be effective 
for taxable years before the taxable 
year in which notice in writing by cer- 


tified mail or registered mail is served 
by the party to the agreement initiat- 
ing such change.” ** 


As accelerated straight line depre- 
ciation is still straight line deprecia- 
tion. The taxpayer should not be bound 
by the restriction that “any other con- 
sistent method” may be used if it does 
not, in the first two thirds of the 
useful life of the property, exceed the 
declining balance method allowance, 
“other” meaning other than straight 
line, declining balance, or sum of the 
years-digits.*” 


Conclusion 


Accelerated straight line deprecia- 
tion is a matter of proof. Ideally, the 
assets should be examined just before 
and after the period of abnormal use. 
“Give me the ocular proof.” ** But if 
no one has thought to do this in the 
taxable year, the taxpayer has the 
burden of somehow coming up with 
a 100-proof distillate of abnormalities, 
records, and competent witnesses. 

[The End] 


1958 FEDERAL ESTATE AND GIFT TAX STATISTICS RELEASED 


A total gross estate of $11.7 billion was reported for 1958 


federal estate tax purposes. During the same year, $1.9 billion 
was reported for gift tax purposes. The gross figures represent 
increases over the 1956 tabulations for these “transfer of 
wealth” areas. The 1958 statistics were compiled by the 
Internal Revenue Service. 

For 1958, 56,977 estate tax returns were filed, of which 
1,292 were for estates of nonresidents not U. S. citizens having 
all or a part of their estates within the United States or its 
Territories. The gross estate reported, showing an increase 
of 13.2 per cent over 1956 figures, contained corporate stock of 
nearly $5 billion, or 42.8 per cent of the total. Taxable estate 
increased by 7.1 per cent to $4.6 billion. 

Total gifts of $1.9 billion were reported on 77,920 returns. 
While there were only 15,793 taxable returns, they reported 
$928 million of total gifts—an average of $59,000 for each tax- 
able return. The 62,127 nontaxable returns reported gifts 
averaging $15,000 per return. Corporate stock, valued at $943 
million, constituted one-half of the total gifts. 

* William Shakespeare, Othello, Act 3, 
Scene 3, line 360. 
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~ ™ Code Sec. 167(d). 
™ Code Sec. 167(b)(4) 
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APPENDIX 


Mr. Holzman's Accelerated Depreciation Cases 


(Symbols: Won by government—G; won by taxpayer—T; figure set by Court between 


amounts claimed by litigants—C.) 


Accurate Tool Company, Inc., CCH Dec. 18,265(M), 10 TCM 354. 

Atlas Tack Company, CCH Dec. 3336, 9 BTA 1322 (1928). .... 

The Avon Mills, CCH Dec. 2494, 7 BTA 143 (1927). 

Bell-Rogers & Zemurray Brothers Company, CCH Dec. 1594, 4 BTA 687 
(1926). 

B. F. Boyer Company, CCH Ti 1474, 4 BT A 180 (1926). 

Brampton Woolen Company, CCH Dec. 5811, 18 BTA 1075 en) rev'd 
on other grounds, CCH §[ 9727, 45 F. 2d 327 (CA-1, 1930). 

Bullock v. Commissioner, 58-1 ustc J 9418, 253. F. 2d 715 (CA-2). .... 

C. W. Carey, CCH Dec. 2261, 6 BTA 539 (1927). 

Champion Coated Paper Company, CCH Dec. 3483, 10 BTA 433 (1928 


Chicago Railway E quipme nt Company, CCH Dec. 1543, 4 BTA 452 (1926), 
rev'd and rem’d on other grounds, 1927 CCH STanparp FEDERAL TAX 
Reports, Cts. Vol., p. 6768, 20 F. 2d 10 (CA-7). 


The Copifyer Lithograph Corporation, CCH Dec. 16,954, 12 TC 728 (1949). 


Crown Manufacturing Company, CCH Dec. 3981, 12 BTA 37 (1928). 

Dill & Collins Company, CCH. Dec. 5722, 18 BTA 638 (1930). 

Drayton Mills, CCH Dec. 5871, 19 BTA 76 (1930). 

Clarence Eaton et al., CCH Dec. 16,392, 10 TC 869 (1948). 

Filer Fibre Company, CCH Dec. 4678, 14 BTA 757 (1928). 

Fort Orange Paper Company, CCH Dec. 478, 1 BTA 1230 (1925)... 

Gounares Brothers & Company, Inc. v. U. S., 60-2 ustc { 9621, 185 F. SOP: 

794 (DC Ala.). 

Hampton Cotton Mills, CCH Dec. 689, 2 BT. A 440 (1925). ; 

H,. E. Harman Coal Corporation, CCH Dec. 18,236, 16 TC 787 (1951), 
aff'd on this point, 52-2 ustc | 9487, 200 F. 2d 415 (CA-4). het 

Harmony Grove Mills, CCH Dec. 967. 2 BTA 1200 (1925). 

Ray Harroun, CCH Dec. 14,688(M), 4 TCM 780. 


C. T. Heaton Construction Company, CCH Dec. 3958, 11 BTA 1302 (1928). 


Hickory Spinning Company, CCH Dec. 688, 2 BTA 439 (1925). 

E. M. Holt Plaid Mills, Inc., CCH Dec. 3351, 9 BTA 1360 (1929). . 

Hyatt Roller Bearing Company et al. v. U. S., 5 USTC § 1432, 43. F. 2d 1008 
(Ct. Cls., 1930). 

Kohinoor Coal Company, CCH Dec. 21,661(M), 15 TCM 403. 

Levine Brothers Company, Inc., CCH Dec. 1952, 5 BTA 689 (1926). ' 

Mary Lucile Lewis et al., CCH Dec. 11,779-D, BTA Memo. 


MacDonald-Kaitchuck Printing Company, CCH Dec. 1664, 4 BTA 996 (1926). 


Emma C. McIlwaine et al., CCH Dec. 19,219(M), 11 TCM 964. . 
Merrill Silk Company, CCH Dec. 7570, 26 BTA 80 (1932). 
Hyman R. Minkoff et al., CCH Dec. 22,056(M), 15 TCM. 1404. 
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C. E. Neisler, CCH Dec. 5622, 18 BTA 184 (1928). : 

Neuse Manufacturing Company, CCH Dec. 284, 1 BTA 769 (1925). 
Nokomis Cotton Mills, CCH Dec. 1013, 2 BTA 1205 (1925). . 

Otis Steel Company, CCH Dec. 2218, 6 BTA 358 (1927). ..... 

Willis D. Owens et al., CCH Dec. 17,581(M), 9 TCM 281. ... 

Pilot Freight Carriers, Inc., CCH Dec. 21,898(M), 15 TCM 1027. 

Planters Nut & Chocolate Company, CCH Dec.2502, 7 BTA.173 (1927). 

The Roundup Coal Mining Corporation, CCH Dec. 19,674, 20 TC 388 (1953). 
Harry Sherin et al., CCH Dec. 17,137, 13 TC 221 (1949). ... 

Donald V. Smith et al., CCH Dec. 15,808(M), 6 TCM 548. .. 

Southwest Ornamental Iron Company, CCH Dec. 19,659(M), 12 TCM 521. 


Spriesch Tool and Manufacturing Company, Inc., CCH Dec. 18,318(M), 
10 TCM 458. 


Stephens Fuel Company, Inc., CCH Dec. 4385, 13 BTA 666 (1928). 

M. C. Stockbridge et al., CCH Dec. 683, 2 BTA 327 (1925). 

Washington Piece Dyeing & Finishing Company, CCH Dec. 1654, 4 BTA 
987 (1926). ... \ Sepikeae pean Baek ey 

Western Contracting Corporation, CCH Dec. 22,960(M), 17 TCM 371. 

Louis E. Whitham et al., CCH Dec. 19,443(M), 12 TCM 71. 

Woodside Cotton Mills Company, CCH Dec. 4313, 13 BTA 266 (1926). 

N. A. Woodworth Company, CCH Dec. 14,523(M), 4 TCM 418. 


MISSOURI USE TAX IS NOW VALID 


The Missouri use tax law was declared valid: March 13, 


by the Missouri Supreme Court in the Southwestern Bell Tele- 
phone Co. and Missouri Pacific Railroad Co. cases. 


In finding the use tax constitutional, the court ruled how 
ever, that the following exemptions are invalid: 

(1) Repair materials, replacement parts and equipment not 
readily obtainable in Missouri purchased for use directly for 
maintenance of interstate carriers. 

(2) Machinery and equipment not readily obtainable in 
Missouri purchased and used directly in manufacturing, mining 
or processing. 

(3) Tangible property not readily obtainable in Missouri 
for use in manufacturing products sold to the United States. 
That part of the exemption in the law relating to materials 
used by service industries, was also held invalid. 
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Recent Developments 


in Tax Loss Corporate Acquisitions 
By JORDAN L. GOLDING 


The day of the tax loss acquisition is not over but its days 

are certainly numbered. The authorities discussed 

in this article indicate a very strict interpretation of the Code and 
greater dependence upon the ‘‘business purpose”’ of the transaction. 


HE RELEASE of the Treasury Department’s proposed regula- 

tions on Sections 269 and 382, together with several recent court 
decisions, closes most of the loopholes in the field of tax loss corpora- 
tions. In light of the current developments, it would now appear that 
the loss carry-over in corporate acquisitions will be barred unless a 
business purpose other than tax avoidance can be proven. 


Section 269 


The proposed regulations on Section 269 of the Internal Revenue 
Code indicate a much tougher interpretation of that section than most 
tax men had anticipated. 

Probably the most clouded issue in the area of tax loss acquisi- 
tions has been the question of to what extent Section 269 would apply 
in transactions that would otherwise qualify for the loss carry-over 
under Section 382. On this point the proposed regulations state: 

“Section 269 and sub-paragraph 1.269-1 through 1.269-5 may be 
applied to disallow a net operation loss carryover even though such 
carryover is not disallowed (in whole or in part) under section 382 
and the regulations thereunder.” ? : 

Prior to the release of the proposed regulations, many ‘had felt 
that as long as the transactions met the requirements of Section 382 
that it would automatically be shielded from Section 269. As may be 
seen from the above, this is certainly not the case. 

With respect to that part of Section 269 that deals with acquisi- 
tions motivated primarily by. tax avoidance purposes, the regulations 
state that among the transactions indicating a principal purpose of 
evasion or avoidance of taxes would be the following: 

“A corporation or other business enterprise (or the interest con- 
trolling such corporation or enterprise) with large profits acquires 
control of a corporation with current, past, or prospective credits, 








‘ Proposed Reg. Sec, 1.269-6. 
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deductions, net operating losses, or 
other allowances and the acquisition 
is followed by.such transfers or other 
action as is necessary to. bring the 
deduction, credit, or other allowance 
into conjunction with the income (see 
further subparagraph 1.269-6.) This 
subparagraph may be illustrated by 
the following example: 


“Example—Individual A acquires 
all of the stock of L Corporation, 
which has been engaged in the. busi- 
ness of operating retail. drug stores. 
At the time of the acquisition, L Cor- 
poration has net operating loss carry- 
overs aggregating $50,000 and its net 
worth is $100,000. After the acquisi- 
tion, L Corporation continues to.en- 
gage in the business of operating retail 
drug stores but the profits attributable 
to such business, after the acquisition, 
are not sufficient to absorb any sub- 
stantial portion of the net operating 
loss carryovers.. Shortly after the 
acquisition, individual A causes to be 
transferred to L Corporation the assets 
of a hardware business previously 
controlled by A which business pro- 
duces profits sufficient to absorb a 
substantial portion of L Corporation’s 
net operating loss carryovers. The 
transfer. of the profitable business, 
which has the effect of using net 
operating loss carryovers to. offset 
gains. of a business unrelated to that 
which produced the losses, indicates 
that the principal purpose for which 


the acquisition of control was made is 
evasion or avoidance of Federal in- 
come tax.” ? 


The fact that a new business was 
transferred to the existing enterprise 
to use up the tax loss credit, which 
could not possibly be entirely absorbed 
by the existing operation, is construed 
by the Treasury Department to be 
evidence of the tax avoidance motive. 
The outcome of this point may be that 
when a profitable business is added 
to a. loss corporation, then, in order 
to qualify for the carry-over, it will 
have to be truly a new venture rather 
than a previously profitable operation 
that is transferred into the loss cor- 
poration. 


Section 382 


The proposed regulations for Sec- 
tion 382 are fairly comprehensive and 
cover all of the issues pertinent to 
that section. The question as to what 
constitutes a change in the nature of 
a business is one which has plagued 
tax planners since the enactment of 
the 1954 Code and is covered in some 
detail by these regulations. 

The regulations propose that where 
the corporation is inactive at. the time 
of the acquisition. and subsequently 
reactivates the dormant business, then 
the corporation will be deemed not to 
be continuing the same trade or busi- 
ness, and, accordingly, the loss carry- 
over will be disallowed. The only 





~ ? Proposed Reg. Sec, 1.269-3(b)(1). 
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exception cited is where operations 
might be suspended in a case due to 
fire or some other abnormal cause.° 


Where more than a minor portion 
of a business is discontinued, the cor- 
poration will be considered not to be 
carrying on the same trade or busi- 
ness. “In determining whether the 
discontinued activities are more than 
‘minor’ consideration shall be 
given to whether the discontinuance 
of the activities has the effect of util- 
izing loss carryovers to offset gains 
of a business unrelated to that which 
produced the losses.” * 


The proposed regulations further 
state that where there is no decrease 
in the previous activities of the cor- 
poration, before the change in owner- 
ship, than the addition of a new trade 
or business does not in itself consti- 
tute a failure to carry on the same 
trade or business.® This is somewhat 
misleading since reference is made in 
the same paragraph to the regulations 
under Section 269 which may chal- 
lenge the transaction on the basis of 
being motivated primarily for the tax 
avoidance purposes. This point was 
discussed earlier under 1.269-3(b) (1). 

The regulations go on to say that 
with respect to changes in location, 
there will be considered to be a change 
in the nature of the business if, in fact, 
the operations of the company are 
substantially altered.6 In the exam- 
ples cited by the Treasury on this 
point, a case is given of a department 
store which moves from a location 
within a city to one in the suburbs of 
the same city." Although the physical 
plant of the store has changed, the 
Treasury’s example would allow the 
carry-over, if the. corporation con- 
tinues to sell substantially the same 
merchandise to the same class of cus- 





* Proposed Reg. Sec. 1.382-6. 
“Proposed Reg, Sec, 1.382-7. 
* Proposed Reg. Sec. 1.382-8. 
* Proposed Reg. Sec. 1.382-9. 
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tomers which previously patronized 
the downtown store. 

These regulations have been a long 
time in coming, and now that. they 
have been issued (in proposed form) 
it appears that most instances of tax 
loss corporate acquisitions will be 
barred unless the transaction can 
meet the test of a business purpose. 
The recent court decisions, all of which 
were handed down prior to the release 
of the proposed regulations, certainly 
seem to bear out this point. 


Urban Redevelopment Corporation 


In. the Urban Redevelopment Corpo- 
ration case,® the net operating loss de- 
duction was denied the taxpayer 
corporation on the basis that the stock 
was acquired for the principal purpose 
of avoiding federal income tax by 
stockholders attempting to secure the 
benefit of a deduction they otherwise 
would not have enjoyed. 

The Urban Redevelopment Corpo- 
ration was chartered in New York in 
1949 and was engaged in promotional 
work in connection with real estate 
development, with principal offices in 
New York City. During the fiscal 
years ended September 30, 1950 and 
1951, the corporation incurred sub- 
stantial operating losses and was then 
inactive for the fiscal year ended Sep- 
tember 30, 1952, and through May 20, 
1953. On May 20, 1953, Randolph 
Rouse acquired 100 per cent of the 
stock of the corporation from the pre- 
vious stockholder, Fred F. Stoneman. 
Rouse had been in the construction 
business in Virginia, and, shortly after 
the acquisition of the company stock, 
he had the corporation qualified to do 
business in that state. He subse- 
quently operated it at a profit in the 
construction business for the fiscal 
years 1954 and 1955. 


"Proposed Reg. Sec. 1.382-9; Example 2. 
*Urban Redevelopment Corporation, CCH 
Dec.. 24,306, 34 TC —, No. 87. 
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Rouse maintained that the principal 
purpose of his acquisition was not tax 
avoidance, but rather the securing of 
certain architectural plans, specifica- 
tions and drawings. In the Court 
proceedings, however, Rouse was 
never able to prove that he had made 
any effort to negotiate for these plans 
prior to his purchase of the corporate 
stock, nor were these plans ever seen 
by him either before or after his pur- 
chase of the business. 


Accordingly, the Tax Court found: 


“Held, the Petitioner has failed to 
show that the principal purpose of 
Rouse’s acquisition of its stock was 
not the avoidance of Federal Income 
tax by securing to himself, as sole 
shareholder, the benefit of petitioner’s 
net operating loss deductions, a bene- 
fit-or deduction which he would not 
otherwise have enjoyed. Petitioner 
may not carry over its previously in- 
curred net operating losses against its 
profits for 1954 and 1955. Section 129 
of the Internal Revenue Code of 1939 
and. section 269 of the Internal Rev- 
enue Code of 1954.” 


The change in the nature of the 
business and location, together with 
the fact that at the time of acquisi- 
tion it was nothing but a shell, make 
it difficult to dispute the Court decision. 


Thomas E. Snyder Sons Company 


In Thomas E. Snyder Sons Com- 
pany,® the Tax Court denied the avail- 
ability of a loss carry-over for losses 
incurred in the business of developing 
and marketing cornpickers against in- 
come from the business of buying, 


selling and transporting molasses. 
The company was organized in 1949 
with Benjamin Snyder owning 31 per 
cent of the common stock. Losses 
were incurred from 1950 through 1953, 
and by the latter year the company 
was inactive. In 1953, Snyder ac- 





*Thomas E. Snyder Sons Company, CCH 
Dec. 24,210, 34 TC —, No. 39. 


326 


April, 1961 @ 


quired the remaining shares in the cor- 
poration for a nominal price and 
subsequently transferred to the com- 
pany, tank cars which he owned as an 
unincorporated venture for the trans- 
portation of molasses. He _ then 
merged into the Thomas E. Snyder 
Sons Company, his wholly owned cor- 
poration (Old Snyder), which bought 
and sold molasses. The loss carry- 
forward was used to offset profits 
realized in the years 1954 through 
1956. 


Before the Tax Court, Snyder main- 
tained that he had never been con- 
nected with a losing venture; that he 
wished to consolidate his tank: car 
and molasses ventures because the 
competitive picture called for it; and 
that he wanted petitioner to have the 
advantage of molasses business income. 

The Court felt otherwise and stated: 


“Here Benjamin already had a go- 
ing tank car business under his sole 
proprietorship and a wholly owned 
corporation carrying on the molasses 
business. Jf competition required him 
to. consolidate the two, it. was just as 
easily done by putting his tank cars into 
“Old Snyder” as by putting both the 
cars and Old Snyder's molasses business 
into petitioner. Why, business-wise, go 
to the trouble of resuscitating the gasp- 
ing petitioner? We think the basic 
facts speak more loudly and more per- 
suasively than Benjamin’s oral testi- 
mony. Petitioner was a_ so-called 
“loss” corporation. Its business had 
been practically abandoned and it 
had losses. The only way those losses 
could be made use of tax-wise, was to 
follow the steps which Benjamin 
herein pursued, provided of course, 
that this Court adhered to its reason- 
ing in the British Motor Car case and 
cases cited therein. We have found 
that the principal purpose for Ben- 
jamin’s acquisition of control of peti- 
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tioner was to secure the benefit of a 
net operating loss deduction which 
he would not otherwise enjoy except 
by becoming controlling stockholder 
of petitioner. This being so, both sec- 
tion 129, I. R. C. 1939 and section 269, 
I. R. C, 1954 require the disallowance 
of the operating loss carry-over.” 

The italicized sentences of the above 
citation place the test of a business 
purpose on the transaction and may 
be of great significance in future cases. 


British Motor Car Distributors Ltd. 


In British Motor Car Distributors 
Ltd. the Ninth Circuit. Court re- 
versed an earlier Tax Court decision 
and denied the loss carry-forward 
deduction. Although this case arose 
under the 1939 Code, the circum- 
stances are of major significance. 

The Empire Home Equipment Com- 
pany, Inc., had been in the business 
of selling appliances until it became 
inactive after sustaining heavy losses. 
Shortly thereafter, its shares were 
acquired by individuals in the auto- 
motive business, who changed the cor- 
porate name to British Motor Car 
Distributors Ltd. 

The Tax Court originally held that 
the loss carry-forward could be used 
by the automobile business since the 
limitations imposed by Section 129 of 
the 1939 Code applied only where the 
person acquiring control of a corpora- 
tion was. the taxpayer seeking the 
benefit of a loss carry-over, and that 
the section did not apply where the 
taxpayer was the corporation whose 
control was acquired, as in this instance. 

The Ninth Circuit Court in its re- 
versal stated in part 

“We do not read the language of 
the section, ‘securing the benefit of a 
deduction’ as applying only to the 
actual taking of such deduction by the 


taxpayer. We should be closing our 
eyes to the realities of the situation 
were we to refuse to recognize that 
the persons who have acquired the 
corporation did so to secure for them- 
selves a very real tax benefit to be 
realized by them through the acquired 
corporation and which they could not 
otherwise have realized.” 


The point was acknowledged subse- 
quently by the Tax Court in the 
Snyder case, when referring to its pre- 
vious stand on British Motor Car Dis- 
tributors Lid., the Tax Court said: 


in the light of its reversal of 
its opinion by the Ninth Circuit, it is 
convinced that its prior opinion was 
in error and that so long as the enjoy- 
ment is in the acquiring person, it 
does not matter whether the deduc- 
tion which produces the benefit is 
claimed by the acquiring person or the 
acquired corporation 


In the three cases just discussed, 
similar circumstances were present. 
In each instance there was a loss cor- 
poration which had become inactive 
and whose shares subsequently changed 
hands, followed by a change in the 
nature of the business itself. (On this 
point, it should be noted that had the 
issues been strictly under the 1954 
Code, the deduction could have been 
disallowed under the provision of Sec- 
tion. 382(a) which, in essence, pro- 
vides that if there is a change of more 
than 50 percentage points in-owner- 
ship, coupled with a change in the 
nature of the business, the loss carry- 
over will be unavailable.) 


Because each of the three corpora- 
tions were inactive at the time of ac- 
quisition, the government’s case that 
the primary purpose of the transac- 
tion was to secure a deduction that 
would otherwise be unavailable is 
fairly clear cut. 





British Motor Car Dis- 
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Kolker Brothers, Inc. 


In the most recent case on the sub- 
ject, although decided under the 1939 
Code, the Tax Court has allowed the 
net operating loss deduction under 
circumstances substantially different 
from the cases previously discussed. 


Kolker Brothers, Inc.," operated a 
retail grocery and liquor store which 
had been sustaining losses for a num- 
ber of years. The president and con- 
trolling stockholder of the company 
had a- minority interest in another 
corporation, which was engaged in the 
business of selling food to hotels, 
restaurants and home freezers, and 
which was insolvent. Kolker Brothers, 
Inc., acquired the assets of this latter 
business, believing that with its own 
credit and new operating policy, it 
could restore it to a profitable basis. 


After several months, the hotel and 
restaurant supply business was oper- 
ating at a profit; however, its own 
retail phase continued losing money. 
The unprofitable retail operation was 
then discontinued, and the corporation 
confined its activity to the food supply 
business, using its net operating loss 
for prior years against the profits from 
the supply business. 

Although the character of the busi- 
ness had changed, the Tax Court felt 
there had been no change in the “es- 
sential nature” of the business; that 
there was a continuity of business 
enterprise ; and that the acquisition of 


“Estate planning is . 


an estate plan, regardless of whether or not he actively created it. 
The statutes of descent and distribution of property enforced in 


operation of law. 


. . as old as the laws of descent and distribution. 


the supply company’s assets was made 
with a bona fide business purpose, 
with no aim or purpose of obtaining 
a windfall. Accordingly, the deduc- 
tion was allowed. 


Unlike the other three cases, there 
was no change in ownership of the 
loss corporation, and, had the case 
been subject to the 1954 Code, the 
deduction would therefore seem to 
qualify under the provisions of Sec- 
tion 382(a). The circumstances differ 
from the three other situations in that 
the loss corporation was not inactive 
at the time it acquired. the assets of 
the food supply business and, further- 
more, the supply business itself was 
not a profitable venture at the time 
of acquisition. The absence of a 


motive that could be challenged as 
pure tax avoidance strengthens the 
business purpose test of the transac- 
tion, and makes it less vulnerable 
from attack by Sections 129 or 269. 


Conclusions 


The days of acquisitions of loss cor- 
porations that are nothing more than 
a shell, are certainly past. The pro- 
posed regulations and recent court 
cases certainly indicate a very strict 
interpretation of the Code, and, like 
many other areas of tax law, the ques- 
tion of tax loss acquisitions may hinge 
ultimately more on the “business pur- 
pose” of the transactions than on any 
other single point. [The End] 


Everyone has 
This is due to the 


each state. determine to whom the benefits of a person's owned property pass on his 
death if he dies without leaving a will. Thus the question that each of us faces is to 
determine, not whether you will have an estate plan but whether you will have one 
of your own creation.''—'‘Estate Planning’ by Avery H. Rafuse, 13 The Virginia 
Accountant, Spring, 1960. 


™ Kolker Brothers, Inc., CCH Dec. 24,457, 
35 TC —, No. 38. 
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Uncle Sam v. The Expense Account 


By MALCOLM REED 
Partner, Alexander Grant & Company, San Francisco 


There are a lot of characters hereabout with expense accounts 
who should know what happened to all and sundry, 

according to this San Francisco CPA. This is a talk which 

was presented before the Rotary Club of East Oakland, California. 


N ALL TECHNICAL SUBJECTS it is well to give the back- 

ground in as painless a manner as possible. Therefore, we will 
give the story of how the expense account began as it might have 
been told by Damon Runyan. It goes like this: By now nearly all 
the people round and about have heard about Harry the Horse and 
his encounter with Uncle Sam over his expense account. But there 
have been so many versions of the story that it is well to tell all and 
sundry how it really happened. 


Now it happened that one day back in 1913 Harry the Horse and 
various characters were standing on Broadway when who should 
show up but Danny the Dip, who said like this: “I hear our Uncle 
Whiskers has passed a new law in which he says he is partners or 
some such with some of the citizens and that he has put the nudge on 
them for part of their take.” But Harry the Horse, who is called that 
as he sells dope sheets and hot tips to citizens who want to place a 
few bob on the ponies, is the only one who listens, as he is the only 
one round and about who gets enough clams to qualify as a partner. 


At first Harry the Horse fills in Uncle Sam’s form sheet himself, 
it being no harder than figuring who will win-in the sixth. But in a 
few years Uncle Sam increases the nudge and includes more citizens 
as partners and Harry can see that filling in Uncle Sam’s form sheet 
is to be taken seriously indeed and time more than somewhat should 
be taken to figuring the angles. Now Harry the Horse figures some- 
thing like this: “It happens that if I could increase the expenses the 
less nudge I would have to pay.” Thus it came about that some few 
days later while he was eating cheesecake in Lindy’s of which there 
is none better, Harry the Horse thought of a terrific expense item. 
For it is well known that Harry buys cheesecake and other goodies 
for many jockeys who are his friends and who now and then tell him 
who will win the first race next day, and Harry prints this as a 
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“sure-thing.” Thus, more citizens 
who like to wager a bob or two buy 
his tip sheet. Now Harry the Horse 
can see that all the cheesecake is a 
business expense since he eats it only 
to be polite—for he is heavier than 
somewhat. Harry the Horse tells 
this to other citizens who have been 
declared partners of Uncle Sam and 
they are heartened to learn a way to 
ease the bite. In fact they are so 
heartened that they start to think of 
other expenses such as the bootlegger 
and going to Minsky’s to see the dolls 
and this they tell to Harry. 

sy now Harry the Horse can see 
that all this amounts to more than 
somewhat and though he has not 
written any details down he makes a 
large deduct on the form sheet for it. 
Each year the deduct gets bigger what 
with all the increase in friends and the 
price of cheesecake going up and 
Harry the Horse feels good as the nudge 
is not too great. 


Well, Harry the Horse has long 
gone, but other taxpayers have car- 
ried on with no less imagination. Con- 
sider, for example, the flight of fancy 
shown by the attorney whose firm 
represented a major airline. He agreed 
to write a brochure covering a three- 
month trip through South America if 
they furnished the transportation. He 
took as an expense deduction all of 
the other expenses of the trip. These 
expenses were disallowed by the Tax 
Court with the observation: “Under 
the facts in this case, we are not con- 
vinced that the attorney’s three months 
trip to South America can be classed 
as a business trip ? 

Ponder the ingenuity of the Pitts- 
burgh attorney who had only a local 
practice but went to a meeting of the 
International Law Association in 
Yugoslavia. He then took the entire 
trip as a business deduction because 
he said he made it to “make contacts, 
enhance his reputation; and attract 
clients.” The Tax Court said that in 
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view of his local practice this did not 
meet the test of ordinary and necessary. 


Consider the flash of genius of the 
first employee who walked into his 
boss’s office and said, “Boss, don’t 
give me a_ raise this year, just have 
the company pay my initiation fee 
and dues at the golf club, which, of 
course, I could use to entertain cus- 
tomers.” 


The next year he gets a company 
car and the year after that takes his 
wife to a trade convention in Mexico 
City, charging it all on the company 
expense account. He finally reaches 
the point where he can. live like 
$18,000 a year on his $12,000-a-year 
salary, paying taxes only on the $12,000. 


Now the interesting thing to the 
tax man is that each one of these 
people sincerely believes that he is 
justified in his actions. This attitude 
on the part of the taxpayer. is not 
helped by the fact that each case has 
to be decided on its own merits. What 
may be deductible expense for one 
taxpayer may be clearly nondeductible 
for another. 


Let’s take the hypothetical case of 
two doctors who have joined a coun- 
try club. One doctor is a general 
practitioner while the other is a heart 
specialist. Both doctors play golf each 
Wednesday afternoon with a large 
group of other doctors on their tradi- 
tional. afternoon off. This is their 
only use. of the club. Naturally both 
doctors will want to write this expense 
off as a business deduction. Let's see 
how their case fits some of the re- 
quirements. The first rule is, of course, 
that the expense be “ordinary and 
necessary.” It must be. “ordinary” 
in the sense that the expense is one 
that is common and accepted in that 
particular field of business.. It must 
be “necessary” in the sense that the 
expenditure will increase business. 
In the case of the doctors the increase 
in business would have to be an in- 
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crease in patients. Obviously, then, 
the general practitioner has a poor 
case for deductibility as the doctors 
with whom he is playing golf are not 
apt to become paying patients. On 
the other hand, the heart specialist 
will probably obtain most of his pa- 
tients by referral, thus if he knows a 
large number of doctors, who are not 
heart specialists, his patient list will 
grow. Therefore, we can conclude 
that the heart specialist will have a 
deductible business expense whereas 
the general practitioner will probably 
have his disallowed. Past history has 
indicated that the general practitioner 
will want to take this expense as a 
business deduction, being fully con- 
vinced that his situation is no differ- 
ent than that of the other doctors. 
We use this only as an illustration 
because it is one that can be a little 
more easily understood. Actually, 
this same thing has occurred through- 
out all the professions and the rest of 
the business world. Indeed, so preva- 
lent has the practice become of trying 
to “live off the expense account,” that 
the Internal Revenue Service as early 
as 1952 began to officially recognize 
that a problem existed. 


In 1958 the Internal Revenue Serv- 
ice made an abortive attempt to cope 
with the travel and entertainment 
expense problem by requiring certain 
information on the now famous Line 
6-A. As you all know they had to 
forego this because they started late 
in the year and taxpayers claimed that 
it would be too difficult to go back 
and reconstruct their records. 


During 1959 the IRS held many 
meetings with various advisory groups 
and finally came up with Treasury 
Information Release No. 198, which 
gave a detailed explanation of their 


proposed enforcement program of 
travel and entertainment expenses 
which would be reflected in the 1960 


returns. 


Expense Accounts 


In the meantime, Congress was 
aware of the growing problem of the 
expense account and in June, 1960, 
the Senate actually passed a bill 
which read substantially as follows: 
No deduction will be allowed for en- 
tertainment except expenses paid or 
incurred for food and beverage for 
the primary purpose of providing an 
opportunity to advance the trade or 
business of the taxpayers. No deduc- 
tion will be allowed for any expendi- 
ture for gifts in excess of $10 per 
recipient per year. No deduction will 
be allowed for dues or initiation fees 
in social, athletic or sporting clubs or 
organizations. Obviously, such a bill 
would have created many inequities, 
and possibly would have closed half 
of our country clubs. 

In any event, the provision was 
eliminated and there was substituted 
in its place a bill which in effect di- 
rected the Secretary of the Treasury 
to report on the enforcement program 
that the Internal Revenue Service had 
planned with its T. I. R. No. 198. It 
should now be clear that businessmen 
will have to cooperate with the In- 
ternal Revenue Service in its clamp- 
down on the expense account abuse 
or all taxpayers will lose the tax de 
duction for entertainment expense. 

With this as a background, let us 
see what the Internal Revenue Serv- 
ice expects, how it affects us and 
what we must do to operate within 
the regulations. In T. I. R. No. 198, the 
Treasury Department stated that the 
abuses which they were attempting 
to correct fell under three main 
headings: 

(1) Personal expenses claimed as 
business deductions —for example, 
country club and athletic club dues 
and charges, maintenance of yachts, 
hunting lodges, hotel suites, etc. Here 
the employee may receive a benefit 
from an expense paid directly by the- 
employer, or it may be the employer 
himself. 
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(2) Failure by employees to report 
as gross income expense account al- 
lowances or reimbursements received 
from employers for which they do not 
have to account. Also involved here 
are cases where there is an account- 
ing, but nonbusiness costs, such as 
the wife’s expenses, are allowed as a 
reimbursement. 

(3) Deductions based on estimates 
or inadequate records. 


In T. I. R. No. 221, issued in April, 
1960, the Internal Revenue Service 
outlined the kind of expense account 
information that it would obtain. This 
falls into four categories. 


The first category asks for informa- 
tion on expense account allowances. 
To that end, the corporation, partner- 
ship and individual income tax returns 
have been expanded to include the 
following information: 


In the case of a corporation, it will 
list the 25 officers with the highest 
total compensation—compensation being 
determined for this purpose by aggre- 
gating their salary and all allowances 
including expense account allowance. 
An officer not. aggregating over 
$10,000 need not be listed. 


For a partnership, the same infor- 
mation will be supplied for the 25 
partners with the highest total of 
combined salary, share of partnership 
ordinary income and expense account 
allowances. Partners with an indi- 
vidual total under $10,000 need not be 
listed. 

For the individual proprietor, the 
information is requested for the pro- 
prietor and the five highest paid em- 
ployees whose individual totals are 
$10,000 or more, computed as follows: 
for the proprietor the net profit from 
the business plus his expense account 
allowance; for the employee, his sal- 
ary or wages plus his expense account 
allowance. 

Expense account allowance is de- 
fined as follows: (a) Amounts, other 
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than compensation, received as ad- 
vances or reimbursements; and (b) 
Amounts paid for expense incurred 
by or on behalf of the individual, in- 
cluding all amounts charged through 
any type of credit card (that is, gaso- 
line, clubs, restaurants). 


. One of the selling points of the 
credit card companies was the advan- 
tage of using credit cards to substan- 
tiate tax deductions. Spot checks by 
revenue agents indicate that some 
taxpayers have used credit cards as a 
means of burying personal expendi- 
tures. Thus, the government is re- 
questing that all such amounts be 
brought to light. Expense account 
allowances do not include amounts 
paid for: 


(1) The purchase of goods for re- 
sale or use in the employer’s business ; 


(2) Incidental expenses, such as 
the purchase of office supplies, local 
transportation, etc.; 


(3) Such fringe benefits as hospital- 
ization insurance, approved pension 
trust funds and unemployment insur- 
ance ; 


(4) In the case of the persons sup- 
plying legal, accounting, engineering 
or other professional services, the ex- 
penses of which will be billed directly 
to the client. 


The second category seeks informa- 
tion regarding what might be termed 
“fringe benefits.” The employer is 
asked on the 1960 return to give a 
“yes” or “no” answer to the following 
questions: 

“Did you claim a deduction for ex- 
penses connected with: 

“(1) A hunting lodge, working ranch 
or farm, fishing camp, resort property, 
pleasure boat or yacht, or other simi- 
lar facility ; 


“(2) The leasing, renting or owner- 
ship of a hotel. room or suite, apart- 
ment or other dwelling, which was 
used by customers or employees or 


TAXES—The Tax Magazine 





members or their families (other than 
in business travel status) ; 


“(3) The attendance of your em- 
ployees’ families at conventions or 
business meetings ; 

“(4) Vacations for employees or 
members of their families? (Other 
than vacation pay reported on Form 
W-2?)” 

The third category of information 
will be obtained when the revenue 
agent examines the employer’s return. 
If a taxpayer pays the travel, enter- 
tainment and other business expense 
of his employees, the agent will first 
see whether the employer requires an 
accounting of these expenses and if he 
uses acceptable business practices in 
this respect. If the taxpayer’s method 
is found to be inadequate, or if he is 
reimbursing mnonbusiness expenses, 
the agent will list all the employees 
involved for future examination. 


The last category set forth by the 
Internal Revenue Service involves in- 
structions to their own field offices 
directing them to place increased em- 
phasis on examination of. returns in- 
volving entertainment, travel and 
similar expenses. The taxpayer will 
have to prove without the shadow of 
a doubt that their travel, entertain- 
ment and similar expenses are “ordi- 
nary and necessary,” with a heavy 
emphasis on “necessary.” 


While the rules of deductibility 
have not changed, a stricter enforce- 
ment program is on the way. Ade- 
quate and complete records will have 
to be kept of all expenditures, and if 
these expenditures are large, they will 
have to be substantiated by receipts: 
As you know, under the Cohan rule, 
if a taxpayer does not keep adequate 
records, a fair estimate of what his 
expenditures might have been may 
be made by the Internal Revenue 
Service. In T. I. R. 221 field offices 
have been instructed to apply the Cohan 
rule cautiously. It is apparent, that 


Expense Accounts . 


while the Service cannot entirely over- 
look this rule, their estimates may 
well be much more conservative than 
they have been in the past. Along 
this line, it is quite probable that the 
Internal Revenue Service will apply 
the Sutter case in future examination 
of entertainment expenses. You will 
recall, that in this case it was held 
that the taxpayer could deduct as en- 
tertainment expense only the amount 
in excess of that which he normally 
spent for his meal. 


With the ground rules well out- 
lined by the Internal Revenue Serv- 
ice, taxpayers will have no defense 
for. not. keeping adequate records. 
Good record keeping will start with 
proper reporting on some type of ex- 
pense account form, properly backed 
by supporting documents for most of 
the expenditures. These expense ac- 
count records should disclose the an- 
swer to these questions: 


(1) Why—giving the relation of 
the expenditure to the taxpayer’s 
business and establishing its business 
purpose. 

(2) Who—the name of the person 
or persons for whom the expenditure 
is made. 

(3) When—the 


penditure. 


date of the ex- 


(4) Where—the place of the ex- 
penditure, who was paid and what 
service or product was received. 


(5) How much—the amount of the 
expenditure. 


Properly drawn up, the expense ac- 
count form should give the following 
breakdown: Meals, lodging, plane and 
train fare, taxis and local transporta- 
tion, telephone and telegraph, tips, 
automobile rents, automobile expenses 
such as gasoline and oil, etc. and en- 
tertainment. 


Travel expense reporting forms 
should be so designed that they will 
show the number of days away from 
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home, the route taken, and whether it 
was for business, or for business and 
pleasure. If the latter, they should 
show a breakdown between business 
expense and personal expense. 


Now that we have an idea of the 
basic records that should be’ kept, 
let’s take some specific problems. Since 
club dues and expenses affect many 
taxpayers, let’s discuss them first. If 
a taxpayer has membership in a social 
or athletic club solely for the purpose 
of entertaining customers or making 
business contacts, and no personal 
use of the club facilities is made, then 
the dues are usually deductible in full, 
if a business advantage can be shown. 
In connection with club dues and ex- 
penses, the taxpayer should maintain 
a record of all guests entertained, their 
relationship to his business, the dates 
of entertainment and the amount. The 
record should also show the dates the 
club is used by the taxpayer for his 
personal pleasure, since these expenses 
are nondeductible. Where personal 
and business use is made of a club’s 
facilities, the dues must be split by 
some type of formula, either per visit, 
per capita or per charges. It should 
be remembered, that whether the tax- 
payer joins a club for business or non- 
business use, the initiation fees are 
capital expenditures and,. therefore, 
nondeductible. 


Another problem is entertaining at 
home. From my own personal obser- 
vation, this is the hardest deduction 
to make stand up in.a tax return. The 
government’s viewpoint is that if the 
customers are accompanied by theit 
wives, it is a social affair. A scatter- 
ing of personal friends amongst the 
guests may weaken your case almost 
beyond repair. Merely showing re- 
ceipted bills for liquor and catering 
will not be sufficient support. A full 
record must be maintained of the 
names, dates and business relation- 
ship of the individuals who are 
entertained. 
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Those who are taking deductions 
for yachts, motorboats, planes,  etc., 
are only one step removed from the 
entertaining-at-home problem. Be- 
sides keeping a guest list, a complete 
log must be kept with a breakdown 
between personal and business use. 
The same careful log record will have 
to be maintained for hunting lodges, 
duck clubs and other similar facilities. 


For those taxpayers who might 
claim their wives’ travel expenses as 
a business expense, we wish them 
well. Seriously, there have been cases 
where the courts have allowed the 
wives’ expenses where their presence 
served a bona fide business purpose 
and was necessary to the conduct 
thereof. A case in point is the wife 
of John Charles Thomas whose ex- 
penses were allowed since she made 
musical arrangements and coached 
his performances. 


At this point, it might be well to 
warn those who are stockholder- 
officers in closely held corporations 
that, in the event the Treasury disal- 
lows some of these deductions, you 
will be faced with a double tax,. which 
could conceivably be well above 100 
per cent of the deduction disallowed. 
First of all, the disallowance will be 
taxed to the corporation, and then the 
same amount will be considered divi- 
dends to the individual... An agree- 
ment between the officer and the 
corporation to pay back any amount 
disallowed may be of help, but is not 
foolproof. 


Now let’s talk very. quickly ‘about 
the employees’ problems as regards 


expense. accounts. First, if the em- 
ployee submits a detailed expense 
account to. his employer and his reim- 
bursements equal his expenses, he 
does not have to report on his individ- 
ual return, If the reimbursement ex- 
ceeds the expenses paid or incurred, 
the employee will have to include the 
difference in income.. If an employee 
does not submit an expense account 
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but receives an. expense account al- 
lowance, he must show on his return 
both his expenses and amounts re- 
ceived. In this respect, the Commis- 
sioner ruled that an employee will 
have been deemed to have made an 
accounting to his employer, if the 
mileage allowance does not exceed 
12% cents per mile, and the per diem 
allowance does not exceed $15 per 
day. All of the remarks that have 
been made previously regarding rec- 
ord keeping apply to an employee as 
well as an employer. One slight varia- 
tion is the fact that an employee of a 
corporation, who is not a stockholder 
in a closely held corporation, will not 
be subjected to the Sutter rule and 
have to pay for his own meal. 

In many cases an employee’s salary 
is supposed to cover certain business 
and entertainment expenses, in which 
case the employee should ask that a 
letter be given him stating that he is 
expected to incur certain expenses for 
which he will not be reimbursed, i 
asmuch as his compensation has been 
set with this in mind. Without such 
proof he will not be able to sub- 
stantiate the deduction of these ex- 
penses on his individual return. 


Well, let’s flash back to 1928, and 
see what happened to Harry the Horse. 
For it is on a sunny day in 1928, that 
Harry the Horse is standing on Broad- 
way taking in the sun when who does 
he see but one of Uncle Whisker’s 
“Bagmen”—and when this bagman 
asks to speak to Harry the Horse, he 
feels worse than somewhat. The 
bagman asks him about the cheese- 
cake at Lindy’s; and where are the 
receipts for same. Now when Harry 
the Horse can find his voice he replies 
like this: “All and sundry know that 
Lindy’s give no receipt, but I esti- 
mate that we ate cheesecake to the 
tune of two G’s last year, and that is a 
very fair estimate indeed for I am a 
very honest citizen.” Now the bagman 
sadly shook his head and said, “Since 
you have no receipts, and since it is 
two years before the Cohan case, you 
will have to pay all the additional tax, 
and that is Uncle’s final word.” —So 
Harry the Horse dug up the additional 
clams, and characters nearby heard 
him mutter like this: “It is easy to see if 
One eats too much cheesecake, they are 
apt to have indigestion more than some- 
what, and I would warn all who are 
partners of Uncle Sam to beware of 


same.” [The End] 
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The Language of Taxation 


By ALEX M. HAMBURG 


It is time, perhaps, to abandon certain old common law 

terms that have lost their meaning under modern law. The author 
is an attorney in New York City. and a lecturer on taxation, 

the New School of Social Research in New York. 


AWYERS, like most other. professionals, have a language of their 

own. They speak a peculiar jargon using a specialized vocabulary. 
Words and phrases are the tools of their trade. In drafting documents 
they employ words of art as-a sort of legal shorthand which has 
definite meaning and is accepted without comprehensive explanation 
by other lawyers. The layman regards the attorney as a tolerated evil 
who “derives his living from the fact that the law is unintelligible.” * 


Tax lawyers are a special group who. deal with such novel con- 
cepts as spin-offs, lifo, collapsible corporations and incorporated 
pocketbooks. The law of taxation is a composite of statutory and 
judge-made law, which has developed so rapidly that many of its most 
basic terms are without precise definition. Millions of taxpayers are 
called upon annually to comply with the complex provisions of tax 
laws, and pay out billions of tax dollars according to exactions of a 
federal statute which has become ambiguous beyond reasonable com- 
prehension and predictability. The time has now come for the Code to 


be decoded. 


Vice of Vagueness 


Practically all tax controversies are disputes over the meaning of 
words. Witness the veritable Niagara of litigation involving tax issues. 
To say that the language of the tax law is technical is not to apply 
opprobrium.? Any revenue statute designed to raise $80 billion in 
taxes each year, which provides exemptions, exceptions and distinc- 
tions must necessarily be complex and involved. Indeed, the present 
Internal Revenue Code has aptly been described as “the most complex 





. Marquis of Salisbury, quoted by Jerome Frank in his Law and the Modern 
Mind, p. 325. 

* Justice Frankfurter in. McDonald v. Commissioner, 44-2 ustc J 9516, 323 U. S. 
57, 63. 
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revenue law ever enacted in the fiscal 
history of any country.”* With in- 
creased complexity come increased 
pressures for shifting the impact of 
the tax by those who wink at vague 
language and take advantage of tricky 
technicalities. 

This being so, definition has taken 
on the function of acting as an instru- 
ment of. simplification. It may act 
effectively as a compass or radar to 
guide lawyers enshrouded in a semantic 
fog. But this does not mean all tax 
controversies will be automatically 
solved “by definition.” An oft-quoted 
maxim is that the law abhors definition. 

The tax law is replete with words 
whose current connotations seem so 
deceptively simple that definition does 
not appear to be required. Every one 
knows what “good will” is, yet it is 
difficult to adopt a definition at once 
meaningful and accepted uniformly.* 
There are many such words in our tax 
terminology which have different 
meanings to different taxpayers. Even 
in a dictionary, words are given more 
than one meaning. “Value,” for ex- 
ample, is a word of many meanings. 
It has never been given a statutory 
definition. Valuation cases, both in 
the courts and the administrative 
level, are said to exceed the volume 
of cases involving other tax issues. In 
using vague terms without clarifying 
definitions, secondary meanings have 
been engrafted and new shades of 
meaning have become imbedded in 
the law. There is an appearance of 
verbal uniformity which in fact does 
not exist. Our tax jurisprudence as a 
scientific, organized system is still a 





* Surrey, “Definitional Problems in Capital 
Gains Taxation,” 69 Harvard Law Review 
985 (1956). 


*“Good will as a concept embraces many 


elements. No precise definition can be for- 
mulated.” Lawton. v. Commissioner, CCH 
Dec. 15,161, 6 TC 1093, 1100. See, also, 
“Nature of Good Will,” 53 Columbia Law 
Review 660 (1953). 


Language of Taxation 


hope, not an actuality. The law still 
drips with uncertainty.° 


The use of vague and general terms 
has been described as “purposive.” 
This is explained as deliberately in- 
tended to delegate to the courts the 
job of interpreting the meaning of the 
statutory language. However, this 
assumes that Congress should retain 
control over the words after it enacts 
them into law. It is considered within 
the judicial function to correct semantic 
shortcomings in the application of 
statutes, and thereby end debate. 


Dividend Concept 

Over the years Congress has shown 
a marked disposition to avoid grappling 
with the language problem incident 
to tax legislation. Out of myriad ex- 
amples, one may cite the case of 
dividend treatment. The term “divi- 
dend” has, since the Revenue Act 
of 1916, been defined as “any distribu- 
tion of property made by a corpora- 
tion to its shareholders out of its 
earnings and profits.” 

However, the phrase “earnings and 
profits,” is another statutory concept 
which has never been defined in the 
law. This technique of defining a 
dividend in terms of another unde- 
fined set of words leaves much to be 
desired. Absent a definition by the 
legislative body, resort must be had to 
time-consuming litigation for a judi- 
cial interpretation of a financial term 
in common use. 


One would suppose that over this 
extended period the scope and mean- 
ing of the concept had become well 
established, but it was only recently 





°Pekelis, Law and Social Action, p. 14. 
“We have created a no-man’s land which 
has become covered by dense conceptual 
and semantic hedges.” 

* Miller, “Use of Ambiguity in Statutory 
Language,” 42 Virginia Law Review 23 
(1956). See also: U. S.-v. Wells, 2 ustc 
$715. 283 U. S. 102, 119 (1931); Federal 
Trade Commissioner v. Keppel, 291 U. S. 304, 
312 (1934). 
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that the proposition that unrealized 
appreciation does not constitute earn- 
ings and profits was made final. The 
Treasury had, contrary toa long 
legislative history, asserted tax as an 
ordinary income from dividends. 


In Commissioner v. Gross,’ the Court 
of Appeals held that cash distribu- 
tions made to stockholders of a “608” 
real estate corporation from.a revalu- 
ation surplus, no part of which reflected 
write ups in value, were not taxable 
as dividends. The court affirmed a 
Tax Court decision that earnings and 
profits were not increased by unreal- 
ized appreciation in the value of as- 
sets. Writing in 1960 that earnings 
and profits are not synonymous with 
taxable income, it was declared: “De- 
spite the fact that earnings and profits 
are the touchstone of dividend in- 
come, there is a singular lack of direc- 
tion in the Internal Revenue Code of 
the precise meaning to be ascribed to 
earnings and profits.”* Until it is 
given further substantive content in 
the Code, therefore, we must depend 
on case-by-case determinations by the 
courts. As already indicated, such 
piece-meal decisional law has always 
failed to insulate us against uncertainty.® 

There are other areas in the tax 
field in which the solution: of defini- 
tional problems has not been ad- 
vanced. In the 370 pages devoted to 
income tax in the Internal Revenue 
Code of 1954, we have erected a co- 
lossal statutory complex. New uncer- 
tainties seem to replace the old ones. 


The American Law Institute in its 
work on the Income Tax Project has 
recognized that.it is difficult to fix ex- 
act boundaries. Its draft states that 
it has retained the “old and seasoned 
terminology for the purpose of the 
income tax.’’'® -This continuation of 
the familiar bed-rock terms was said 
“to avoid generating new and nebu- 
lous problems of definition.” 


Reorganization Definition 


In the revision of the Code in 1954 
some initial spade work was done in 
the direction of definition, but no sub- 
stantial change was made in the 
definition of “reorganization”—a term 
that has many implicit components 
with tax significance. Thus, judicial 
limitations on the literal language has 
been imposed in the form of the “con- 
tinuity of interest” and “business pur- 
pose” requirements. The doctrine of 
Gregory v. Helvering ™ as a qualifying 
overtone must also be recognized. 
One of its statutory subdivisions is 
that of “recapitalization” which none 
of the Revenue Acts have defined, so 
that confusing connotations have clus- 
tered around this single word in the 
statute. Difficulty stems from the law 
which does not distinguish between 
recapitalizations and other corporate 
structural readjustments such as stock 
dividends, stock splits, etc.?* It is time, 
therefore, that this type of reorgani- 
zation, with all its judicial gloss, be 
expanded and defined in detail. 








Gross, 56-2 ustc ¥ 9861, 
236 F. 2d 612 (CA-2, 1956), aff’g 23 TC 
756 (1955). See, also; 1954 Code Sec. 312(}). 

* Katcher, “What is Meant by Earnings 
and Profits,” 18 New York University Insti- 


* Commissioner v. 


tute on Federal Taxation 235 (1960). For 
other analyses of the concept, see Andrews, 
“Out of Its Earnings and Profits,” 69 Har- 
vard Law Review 1403 (1956); Albrecht, 
“Dividends and Earnings and Profits,” 7 
Tax Law Review 157 (1952). 

® Eisenstein, “A Critical View of the Treas- 
ury,’ 15 New York University Institute on 
Federal Taxation 21, 27 (1957). 
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* Surrey, “American Law_ Institute, In- 
come Tax Project,” 66 Harvard Law Re- 
view 761-772. (1953). Its stated aims are to 
rewrite: out-dated, unclear or inadequate 
provisions of the Code. 

“Gregory v. Helvering, 35-1 ustc { 9043, 
293 U. S. 465 (1953): 

*Fager, “Reorganizations, Recapitaliza- 
tions, Tax-Free Acquisitions,” 15 New York 
University Institute on Federal Taxation 413 
(1957). 
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A basic principle of reorganization 
is to grant income tax exemption in 
certain types of exchanges for “stock 
or securities.” ** No problem is pre- 
sented in the identification of stock, 
but the Code fails to furnish a guide 
by way of a definition of the term 
“securities”; so again recourse must 
be had to judicial exegesis. Bonds 
and indentures constitute securities, 
but courts are not in complete agree- 
ment whether notes will qualify. Short- 
term notes are considered the equivalent 
of cash, but the Treasury has taken 
inconsistent positions on this in the 
absence of controlling definition.* An 
attempt to clarify the term “securi- 
ties’ was rejected by the Senate 
Finance Committee, whose report 
reasons that spelling out detailed rules 
is an attempt to achieve mathematical 
certainty ; that this would make it dif- 
ficult for necessary business transac- 
tions to be carried out with a minimum 
degree of interference from the tax 
laws. It was further stated that “any 
attempt to write into the statute pre- 
cise definitions, which will classify 
for tax purposes the many types of 
corporate stocks and securities, will 
be frustrated by the numerous char- 
acteristics of an interchangeable nature 
which can be given to these instru- 
ments.”’ 7° 


Drafting of Definitions 


The legislative process in drafting 
tax definitions is not without practical 
and conceptual difficulties. As ex- 
plained by a former official in the Gen- 
eral Counsel’s office, the draftsman in 
the area of definition is forced to 
tread a tightrope.*® Recognizing that 
the growing trend is toward more 
statutory specification. and that defini- 
tions are necessary if only to circum- 


scribe the subject, he asserts that too 
much detail and verbosity produces 
rigidity and error. Once a definition 
is framed and appropriate modifica- 
tions and exceptions are constructed, 
it is then necessary to test it for pos- 
sible “loophole circumvention.” 


It is understandable that the Treas- 
ury strongly desires to protect the 
revenue; hence, it favors using the 
definitional approach sparingly. Other- 
wise, alert taxpayers would be afforded 
an opportunity to frame transactions 
which “skirt the laws’ literal confines.” 
This is admittedly a proper legislative 
reaction in connection with such a 
concept as “fraud,” where the diffi- 
culty is insurmountable. It is im- 
practical to list all the. conceivable 
methods whereby fraud and tax eva- 
sion may be perpetrated. It is futile 
to attempt to capture a definition with- 
in a conventional frame of reference. 

As suggested herein, the meaning 
of some of our basic concepts is am- 
biguous because entangled in ill-con- 
ceived loophole-closing phraseology. 
Thus, a simple sale by a nonresident 
taxpayer becomes the subject of great 
controversy, because the law fails to 
provide applicable definitions. Con- 
flicting tests—first based on the pas- 
sage of title of personal property, and 
then on the so-called substance of the 
sale—expressly provided for the con- 
tingency of tax avoidance. A work- 
able definition based on the parallel 
Uniform Law of Sales would be help- 
ful except for the Treasury’s obses- 
sive concern with tax avoidance. 

In another area, that of charitable 
contributions, the term “charitable” 
has a popular meaning which does not 
coincide with that used in Section 170 
of the Code. Exemption from tax is 





" Code Secs. 306, 354, 361. 
“Compare Burnbaum v. Commissioner, 86 
F. 2d 776 (CA-7, 1936). 

*S. Rept. 1622, 83d Cong., 2d Sess. 1, 
p. 42 (1954). See, Niles Bement. Pond Com- 
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pany v. U. S., 2 uste 9518, 213 F. 2d 305 
(CA-2, 1954). 

* Silverstein, “Legislative Language and 
the Tax Legislative Process,” 15 New York 
University Institute on Federal Taxation 15 
(1957). 
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restricted to an organization formed 
and operated exclusively for “religious, 
charitable, scientific, literary or edu- 
cational purposes.” ** To date, the 
tax legislative process has been un- 
able to produce a meaningful defini- 
tion of the term “charitable.” The 
Assistant Counsel of the Internal 
Revenue Service has opposed defini- 
tion despite the recent increase in the 
volume of litigation in this area, which 
probably reflects the extent of tax- 
payer misapprehension. This official’s 
position is that to attempt to codify 
this concept would require considera- 
tion of a long line of pertinent court 
decisions. In the alternative; “statu- 
torily coined words” would have to be 
invented, which is regarded as an arti- 
ficial way of dealing with the problem." 


SUPREME COURT 


It is timely, perhaps, to abandon 
certain of our old and eroded terms 
which were imported from the com- 
mon law and have now lost their 
former meaning. Substitutes may be 
found in “statutorily coined words” if 
they are meaningful and avoid un- 
certainties such as have been shown 
in the samplings herein. 


Finally, note should be taken of the 
series of Accounting Terminology 
Bulletins issued under the sponsor- 
ship of the American Institute of Ac- 
countants, designed to codify definitions 
of technical terms having diverse 
meanings.’® The Section of Taxation 
of the American Bar Association may 
well follow this professional example. 


[The End] 


Certiorari has been requested in the following case: 


Advances to a corporation were contributions to capital, 
rather than loans, giving rise to capital losses, not business 
bad debts—American-La France-Foamite Corporation, CA-2, 


61-1 ustc J 9153. 


Certiorari has been denied in the following cases: 

The contribution to an exempt employees’ trust of real 
estate which had increased in value brought capital gain.— 
General Shoe Corporation, CA-6, 60-2 ustc { 9678. 


Conviction for tax evasion.—Jones, Sr., 


{ 9722. 


CA-4, 60-2 ustc 


The Fifth Amendment to the Constitution is not a general 
defense for refusing to appear when subpoenaed.—Landy, 


CA-5, 60-2 ustc $ 9765. 


The separate existence of a corporation was: upheld.— 
State-Adams Corporation, CA-2, 60-2 ustc { 9768. 


Deduction was denied for the expense of attempting to 
force a referendum on a sales tax exemption.—Washburn, 


CA-8, 60-2 ustc J 9789. 





2522 


71954 Code Secs: 170, 501(c)3, 
(a)2. 

* Reiling, 44 American Bar Association 
Journal 525 (1958). 
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* Bulletin 19, Committee on Terminology, 
American Institute of Accountants. 
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A Taxpayer's Duty 
to His Fellow Taxpayer 
By MERLE H. MILLER 


This article is reprinted by permission of the copyright owners 

from the Proceedings of the New York University 

Nineteenth Annual Institute on Federal Taxation, published by 
Matthew Bender and Company, Albany, New York. The author 

is a member of the Indianapolis law firm of Ross McCord Ice & Miller. 


E ARE ALL TAXPAYERS, so that any duty which we owe 

others, is also owed to us. Since it makes no difference which 
duty we consider first, I think I shall develop my topic on the basis of 
the duty owing to us by our fellow taxpayers. Our perspective is apt 
to be better if we discuss what other taxpayers should do to make our 
tax life more livable. 


We are not speaking of legal duties, for that is the subject of the 
entire institute. When we look to the dictionary to find out what else 
is included in the word “duty” besides a legal obligation we find that 
the first definition is “the conduct due a superior; homage; respect.” 


On April 16 of any given year the homage and respect due me by 
my fellow taxpayers is considerable. On that date I will have spent 
long days listening to anguished laments of taxpayers seeking some 
way of paying their taxes without selling greatly appreciated securi- 
ties. I will have finally signed my own return. 


At that time I seem to be carrying the full brunt of our defense 
effort, I must own at least one surface of Echo I. The homage and 
respect due me on that day by my fellow taxpayers would seem to 
require at least a doffing of hats and bowing at the waist as I walk 
along the street. Such recognition has not been forthcoming in the 
past. Such homage as I receive, comes only from me as I walk along 
muttering, “Under this hat walks a taxpayer who, without benefit of 
capital gains, depletion allowance, expense accounts or fringe benefits, 
is paying the highest rate of anyone in his income bracket excepting 
some poor bachelor.” 


Fortunately, the dictionary has other definitions. The dictionary 
also says that duty is an obligation we owe other people because of our 
position or occupation. It may be legal or moral. We are concerned 
tonight with the moral obligations owing by taxpayers one to another, 
because of their reciprocal positions as taxpayers. 
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Most of us recognize a duty; whether 
or not enacted into law, to govern our 
acts with due regard to the effect 
which our conduct may have upon 
others. Our basic question then is 
what are the acts of taxpayers that 
will affect other taxpayers favorably 
or adversely. Or to get back to our 
original thesis, what do I wish my 
fellow taxpayers would do, or refrain 
from doing in order that my life as a 
taxpayer might be more enjoyable. 
In this case wishing will not make it 
true. 


No Taxpayer Lives Alone 


I probably have no right to wish 
that any taxpayer would accord a 
Revenue Agent that degree of respect 
that is due any fellow human being 
entrusted with a difficult but thank- 
less job. I probably have no right to 
wish that any taxpayer would resist 
the temptation to try every legal dodge 
he has read about over the years and 
resolve every doubt in his own favor, 
including doubts as to the reporta- 
bility of some items. But surely as a 
fellow taxpayer I am entitled to wish 
that after encountering such an in- 
dividual, the Revenue Agent would 
have examined two or more of the 
opposite type before he calls upon me. 


Unfortunately, in this complicated 
tax life a man doés not always reap 
what he sows. Sometimes he reaps 
the seeds of mistrust and animosity 
sown by an obstreperous taxpayer 
several times removed. 

I should also be entitled to wish 
that the Revenue Agent would not be 
riding high because of some absurb 
concession by the victim immediately 
preceding. Sometimes absurb con- 
cessions are made because the amount 
is believed to be too small to involve 
the expense of justifying. More often 
the absurb concession is made by one 
who has a gnawing worry about some 
other item the agent has not ques- 
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tioned and who wants to get rid of the 
agent at the earliest moment, how- 
ever ridiculous the issue. 


The acts of taxpayers in other areas 
also have an effect upon us. But we 
begin to encounter such. difficulties 
that we shall content ourselves with 
pointing out the effect, without pon- 
tificating with respect to any accom- 
panying duty. 


Overworked Gimmick 


Even to inquire whether a taxpayer 
should forego a sure-fire tax gimmick 
would be to risk playing the leading 
role in a trial for heresy at our next 
institute. But if we would guide by 
the light of reason we must let our 
minds be bold, so let us look for a 
moment to the effect on other tax- 
payers of the over extension of tax 
gimmicks. 


Deductibility of Officer’s Salaries. 
—Time was when a corporation on an 
accrual basis could accrue salary to 
one of its officers and obtain a deduc- 
tion for tax purposes even though the 
salary was never paid. The officer 
being on the cash receipts basis would 
not have to report the salary. The 
number of taxpayers using this legal 
method to avoid taxes increased to a 
point where Section 24 of the old 
Code, now Section 267 of the new 
Code, had to be enacted. Thousands 
of taxpayers have thereby been denied 
an otherwise legitimate deduction be- 
cause they did not pay out the amount 
accrued within 75 days after the end 
of the tax year. And it is the corpora- 
tion that is short of cash that gets 
caught. 


Collapsible Corporation.—A capital 
gains tax is apparently a necessary 
discrimination in our system to enable 
the necessary turn-over of investments 
to keep the financial life blood of our 
economy flowing. But a wholesale 
conversion of ordinary income into 
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capital gain obviously cannot be -per- 
mitted. The three pages of understand- 
able collapsible corporation provisions 
that will ensnare many an innocent 
taxpayer, are the direct result of per- 
fectly legal attempts by taxpayers to 
put the capital gains provision to un- 
intended uses. 


Thin Corporation.—It should be 
possible to organize a corporation and 
at the same time lend it some money 
you are going to need later to pay 
your taxes, or to pay off the mortgage 
you placed on your home to get the 
business off the ground. For years 
such a natural and useful procedure 
went unchallenged. Then more am- 
bitious, if less needful, taxpayers 
wanted to sell everything to the new 
corporation at inflated values, or issue 
notes that would cover all anticipated 
future earnings. The courts had to 
invent the “thin corporation” doc- 
trine, and now the government con- 
tends that you cannot transfer some 
property tax-free and sell other prop- 
erty to a corporation at the same time. 


Ordinary and Necessary Business 
Expenses.—“‘Ordinary and necessary 
business expense” is a phrase easily 
understood by all business men. It 
might require a bit of adjudicating 
as between expense and capital out- 
lay and possibly with respect to the 
necessity of some items. But by and 
large every man knows what he would 
allow an employee for expenses over 
above his compensation—the 
items he would recognize that should 
be borne by the company, and what 
should be treated as personal expendi- 
tures of the employee. For years it 
gave no difficulty. 


and 


The fact that we must now have a 
crusade that will cause inconvenience 
and even bitterness to all of us is 
not because of any change in the law. 
It is not even because the adminis- 
tration of our tax laws has not in the 


Taxpayer's Duty 


past been indulgent on this point, for 
we all know it has. 

But wherever the line was drawn, 
there were those who wanted and got 
more. It was not until the movement 
to live off expense accounts became a 
national scandal, that reluctant steps 
were taken to draft and enforce rules 
in this area that will admittedly be 
more unfair, merely by virtue of being 
fixed rules, than would be a continued 
fair use of a reasonable standard in 
each case. As the examining agent 
wastes our time going over substan- 
tiating evidence, we are each victims 
of taxpayers who tried to ride a good 
thing too far. 


I am not suggesting that we organ- 
ize a vigilante committee and place 
offenders in the stocks for all to see. 
3ut I do think that the inconvenience 
they have caused us entitles us to 
withhold from them some of the ac- 
claim to which they have become ac- 
customed. 


Tax Deception 


and Social Acceptance 


Social acceptance is one of the great 
motivating forces in our lives—second 
only perhaps to our own economic 
survival. But after rent and food and 
necessary clothes, most people strive 
most for acceptance by their fellow 
man—recognition of the great guy he 
really is. Some work for money it- 
self. We call them misers. But most 
work for the extra money over and 
above subsistence, because of the be- 
lief that it brings greater social ac- 
ceptance. 

In the past, some measure of tax 
deception has seemed necessary to 
complete social acceptance.. The fel- 
low who was completely at peace with 
his conscience made his companions 
uncomfortable. Then he became un- 
comfortable and decided next year to 
become one of the boys. Some tried 
to make up for lost time in a single 
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year and even had to leave “the boys” 
for a short sojourn. 


If we should ever realize that most 
of our woes are brought upon us not 
by the original voluntary act of Con- 
gress or the dyspepsia of the Revenue 
Agent, but as the inevitable result of 
fellow taxpayers who push a good 
thing too far, our sense of social 
values will change. It is not our 
province to judge or condemn... But 
we need not elevate one exploring the 
outer limits of a tax gimmick as other 
than what he is. 

He is not seeking after the Holy 
Grail in behalf of the rest of us. Quite 
the contrary. He is trying to reduce 
his own taxes for his own benefit. 


Tax Practitioner's Dual Role 

Our dual role as taxpayers and as 
taxpayers’ representatives becomes 
important at this point. As a tax- 
payer I have the right to refuse to 
fudge on my expense accounts be- 
cause it would stultify me. I also 
have the right to refuse to use a tax 
gimmick. even though I believe it to 
be foolproof. 

As a taxpayer’s representative I 
have the right to refuse to be a party 
to any fudging on expense accounts, 
for in reality it would stultify me even 
more than the taxpayer. It certainly 
involves me more professionally than 
it does him. But if a tax gimmick 
is above board, does not involve de- 
ception, direct or implied, and I have 
warned the taxpayer of the ultimate 
fate of most “fool proof” gimmicks, 
I do not have the right to refuse to 
aid him on the ground that he owes a 
duty to the other taxpayers not to get 
our laws all complicated. I can say 
that I do not fall for the “cat and rat 
farm” economic devices which many 
tax schemes are. But that is exer- 
cising a duty to myself and does. not 
arise from. my interpretation of his 
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duty to others. At such a time my 


duty is to my client, to my profes- 
sional integrity and to no one else. 


What then is the significance of a 
discussion of a taxpayer’s duty to 
other taxpayers before a meeting of 
taxpayers’ representatives whose duty 
runs to the taxpayers they represent 
and no other.. Are we to spend the 
best years of our lives gaining techni- 
cal competence, only to be told that 
use of that competence. to the fullest 
may be only further complicating the 
lives of others? And that our own 
individual code of duty prevents our 
doing anything about it? 

But we are not always acting in a 
representative capacity. In fact our 
influence. on public opinion may. be 
greater when we speak outside that 
capacity. Because of our training, 
our comments may be accorded great 
weight in social conversations when the 
topic turns, as it inevitably does, to 
the complexities and inequities of our 
present tax laws. Our vision or lack 
of vision may be multiplied many fold 
because we are supposed to know 
whereof we speak. Our influence on 
public opinion becomes important 
when we realize that our present sys- 
tem is the embodiment of several 
basic and deeply rooted conceptions 
and even privileges. If the present 
Code is the impossible jungle many 
believe it to be, no substantial change 
for the better will be possible until 
certain misconceptions presently held 
are changed. And we must lead the 
way. 


L'Etat C'est Moi 
Or, Taxpayer v. Taxpayer 

The first myth to be dispelled is 
that in a tax controversy the govern- 
ment is on one side and all the tax- 
payers on the other. We each know 
better than that. Actually the gov- 
ernment is representing taxpayers 
who are not in the same situation as 
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the one in court. A court decision for 
the government is a victory for tax- 
payers if it means our tax burden will 
be shared more equitably. A decision 
for a particular taxpayer is a defeat 
for taxpayers in general if it means 
one class is going to get by for less. 

Our government is entrusted with 
the duty of enforcing the tax laws 
which our representatives have en- 
acted to meet bills for projects they 
have approved. But the government 
never picks up any part of the tab. 
If you create the image of all tax- 
payers on one side, there remains no 
one to put on the other side except 
all the taxpayers. There is no one to 


pay the bill except taxpayers. 


Can There Be a Perfect Code? 

Secondly, we may have to conclude 
that we have been expecting too 
much of our taxing system. We ex- 
pect our taxing system not only to 
raise the vast sums we need to main- 
tain ourselves in a garrison state, but 
we also expect our taxing system to 
redress wrongs, economic and social, 
and achieve absolute logical justice in 
the process. 

Our highest aim along these lines is 
embodied in the 1954 Code. It was 
well conceived, capably executed and 
is representative of the majority of 
well informed views at the time of its 
enactment. But after six years’ ex- 
perience many. wonder whether . its 
basic concept is practical or even 
equitable. Itself the epitome of re- 
finement, we have been busily fash- 
ioning refinement upon. refinement 
since before the ink on the page proofs 
was dry. The end is not in sight. 

Some have come to believe that 
complexity itself is an inequity and 
that the complexities inherent in at- 
tempting to eradicate minor inequities 
may result in greater inequity than 
that sought to be eliminated. As tax- 
payers we may have to reconcile our- 
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selves to living with a Code that is 
less than perfect, for the perfect code 
would be so complex that its inherent 
complexities would make it imperfect. 


Need for Effective Enforcement 


Then, as taxpayers. we must recog- 
nize the all-importance of an efficient, 
effective taxing system that supplies 
the life blood to our government. Any 
action on our part or on the part of 
fellow taxpayers that endangers that 
system, puts all of us in peril. No 
nation outlasts the effectiveness of its 
system for raising the revenues to fi- 
nance its operations. 


We must support those who enforce 
our tax laws, for they are really work- 
ing for us. We keep in the forefront 
of our mind the lesson of the Eighteenth 
Amendment. Any law, however well 
written, can be rendered ineffective 
by the unwillingness of our people to 
make it effective. 


Evil of Downgrading Service.—In 
this area our duty lies beyond our 
individual conduct with a given Gov- 
ernment employee. We have learned 
by now that satire and ridicule are 
the most devastating non-violent wea- 
pons placed at the disposal of man, 
for man lives and strives for recogni- 
tion and appreciation. 

We do not disparage the efforts of 
those who man the assembly lines 
where are built the rockets and mis- 
siles to provide our security. We do 
not complain daily about those in the 
armed forces whom we feel so essen- 
tial to our coexistence. But by some 
strange quirk we do disparage, ridi- 
cule and even malign those who col- 
lect. the money with which to pay 
those working on assembly lines and 
those in the armed forces. 

If our country is to survive, which 
means that our taxing system must 


live, we must do more than merely 
pay our taxes. After paying our taxes 
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in full, we still owe the duty of de- 
fending by our daily speech and con- 
duct a strict enforcement system that 
will command the necessary respect 
of all taxpayers and share the burdens 
of taxation equally under the law. 


The stakes are high. We are bank- 
ing our future. on a self-assessment 
system that must of necessity become 
an honor system. . That is why I 
shudder when those in charge of ad- 
ministering our tax laws take a short- 
range stand—when an agent proves 
incapable of using properly the great 
powers that are literally thrust upon 
him. I also shudder when tax. prac- 
titioners seek to curry favor with cli- 
ents by downgrading those who suggest 
that additional tax may be due. 


Any future failure of our system as 
an honor system will not be the fault 
of our people. The American people 
are inherently honest. 


Our problem is the tuning in of our 
taxing system with the inherent hon- 
esty of the American people, many of 
whom have never heard taxes. and 


honesty mentioned in the same breath. 
The question that remains is: “What 
can I do as a citizen to make this in- 
herent honesty a dynamic force in our 
taxing system?” I suggest: 


(1) I can compute my own indi- 
vidual tax liability on the honor sys- 
tem and admit that I do so. 


(2) I can pay the full liability as 
shown, with even some concessions 
in the knowledge that a great deal 
more would not be. an overpayment 
for the privilege of American citizen- 
ship. 


(3).I can speak out daily, even in 
front of clients, of the necessity of a 
strict enforcement of our revenue laws 
if our country is to meet its commit- 
ments at home and abroad. 


This I do in the knowledge that 
only thus can we move forward to 
whatever role destiny has for our 
great nation, with the burdens of that 
effort shared equally and equitably 
under the law. [The End] 


TWO-YEAR REPORT SHOWS FIDUCIARY RETURNS ON THE INCREASE 


Fiduciary income tax returns filed in 1958 showed an in- 
crease of 13.8 per cent over the number filed in 1956, and there 
was a corresponding increase in total income reported of 
some 5.5 per cent. 


More than 550,000 fiduciary tax returns were filed in 1958 
and approximately one third of them showed taxable income, 
The total income reported exceeded $5 billion, dividends being 
the largest source of that income.. In the breakdown of returns, 
trusts represented over 70 per cent of the eegertng » fiduciaries, 
the balance being made up by estates. 


Taxable income on all fiduciary returns amounted to some 
$890 million with about $309 million income tax liability being 
shown after credits. Distributions to beneficiaries as shown 
on the returns were in the neighborhood of $2.5 billion. 


These figures appear in the recently released biennial 
publication of the IRS, “Statistics of Income—1958, Fiduciary, 
Gift and Estate Tax Returns.” 
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WASHINGTON TAX TALK 


HE PRESIDENT’S RECOMMENDATIONS TO CONGRESS 

for increasing excise taxes to finance the federal-aid highway 
program were both supported and opposed during recent hearings 
held by the House Committee on Ways and Means. 


Supporting the fecommendations were the Secretary of the Treas- 
ury, the Secretary of Commerce and other federal officials. They urged 
the committee to adopt the President’s recommended tax increases to 
provide necessary federal road-building funds. 


The President recommended that the present 4-cent-a-gallon tax 
on gasoline be continued beyond June 30, 1961, when it is scheduled 
to drop to three cents a gallon, and that excise taxes be increased 
on diesel and special motor fuels, tires, tubes and tread rubber. Also 
recommended was a big jump in the annual truck and bus federal use 
tax from $1.50 to $5.00 per thousand pounds. 


Congress was told these recommended excise tax increases would 
throw a considerable part of the additional tax burden on users of 
heavy trucks and buses which the President felt derived the most 
benefits from a better interstate road system. 


Opposing the proposed excise tax increases, especially on diesel 
fuel and federal use tax on trucks and buses weighing over 26,000 
pounds, were trucking associations and related organizations repre- 
senting heavy-vehicle users. They felt the proposed increases would 
throw an unreasonable tax burden on users of heavy trucks and buses 
which are now heavily taxed by federal and state governments. They 
also pointed out the recommended tax increases could result in putting 
truckers operating on a marginal profit out of business. 


The Secretary of the Treasury hinted that aircraft users can ex- 
pect the President to further recommend to Congress that the federal 
tax on aviation gasoline be increased, and that a tax be put on jet 
fuel which is now free of tax. In his testimony before the committee, 
the Secretary of the Treasury stated: 
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“President Kennedy’s proposal with 
respect to aviation gasoline revenues 
did not include any recommendation 
as to an increase in the level of tax- 
ation of aviation gasoline or the tax- 
ing of jet fuel, which is now free of 
tax. We believe, along with the previ- 
ous Administration, that these products 
should make a_ greater contribu- 
tion to Federal revenues in view 
of the heavy Federal expenditures 
for airways. However, we have not 
finished our analysis of the situation 
and, therefore, are not making any 
suggestions for change at this time.” 


The Tax Court 


Now before the Tax Court of the 
United States is a tax question which 
made tax news in 1960. The question 
to be answered. by the Tax Court is 
whether or not a taxpayer may accrue 
deductions for state property taxes 
for more than 12 months in any one 
taxable year where the state legisla- 
ture has changed the assessment and 
lien dates. 


The petition filed with the court by 
Parsons-Souders, Stone & Thomas, Inc., 
Docket No. 91172, tests the Commis- 
sioner’s pre-1961 statement of position 
in Revenue Ruling 60-133 (606 CCH 
{ 6420). In this revenue ruling the 
Commissioner held a mere change of 
a state law advancing the assessment 
and lien dates for state property taxes 
from January 1, to December 31 of 
the preceding year, will not give rise 
to a deduction by accrual-basis tax- 
payers for more than 12 months’ 
property taxes in 1959 and later years. 


The petitioner, a corporation or- 
ganized and located in the State of 
West Virginia, contends an amend- 
ment to Section 1, Article 3, Chapter 
11 of the Code of West Virginia by 
the state legislature during its regular 
session for 1959, increased its prop- 
erty tax liability for its fiscal year 
commencing on February 1, 1959, and 
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ending January 31, 1960. The legis- 
lative action resulted in changing the 
property assessment date from Janu- 
ary 1, 1960 to December 31, 1959, and 
the petitioner contends it was liable 
for payment of. two years’ property 
taxes within one taxable year. The 
Commissioner disallowed the additional 
deduction for federal tax purposes. 


F. W. Woolworth Company, in Tax 
Court Docket No. 91247, has also con- 
tested the disallowance of a deduction 
for accrued property taxes for more 
than 12 months. The legislatures of 


Ohio and. Michigan also changed the 
assessment and lien dates for prop- 
erty taxes within those states, and the 
Commissioner disallowed what he de- 
termined to be excess property tax 
deductions for the 1958 taxable year. 


Congress amended the 1954 Inter- 
nal Revenue Code in 1960 by adding 
a new Code Section 461(d)—P. L. 
86-781, which holds that only one year 
accrual for state property taxes: any 
one taxable year will be permitted 
where state legislatures have changed 
the assessment and lien dates. This 
amendment to Section 461 was effec- 
tive for years after December 31, 1960. 


The January 1, 1961, effective date 
for the new Code Section 461(d) 
raises an interesting point which the 
Tax Court of the United States must 
decide. Is the holding of Revenue 
Ruling 60-133, which barred a double 
accrual of state property taxes by 
reason of a change in assessment dates 
by state legislatures, effective for tax- 


able years ending on or before De- 
cember 31, 1960? 


Many tax counsel feel the rule in 
Code Section 461(d) cannot be applied 
retroactively by administrative rul- 
ing, while the Commissioner deter- 
mined that Code Sections 164 and 
461, as. they read prior to January 1, 
1961, were ample authority to deny 
a double accrual of state property 
taxes in one taxable year. The ques- 
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tion is now before the Tax Court of 
the United States for its decision. 


The Commissioner 


The Commissioner’s warning—“you 
take your chances, for Federal tax 
purpose, on certain types of stock or 
property exchanges.” 


Taxpayers exchanging appreciated 
securities for stock in newly organ- 
ized investment companies, or trans- 
ferring appreciated real estate to 
newly organized real estate invest- 
ment trusts, have been warned by the 
Commissioner that such . exchanges 
may constitute taxable exchanges. 


The Commissioner will not. issue 
advance rulings on whether or not 
such exchanges will constitute non- 
taxable exchanges under Code Sec- 
tions 315 and 856(a). 


This action is the result of solicita- 
tions by promoters, brokers and in- 
vestment houses, which point out 
such exchanges are nontaxable ex- 
changes, and the payment of capital 
gains tax on the realized gain on the 
exchanged property can be deferred 
until the stock or shares received in 
real estate investment companies or 
real estate investment trusts are sold. 


The Commissioner’s. warning that 
he will not issue advance rulings on 
these exchanges indicates he may later 
hold that the taxpayer will be subject 
to tax on the gain realized on the 
date of exchange. 


New Appointments.—The Commis- 
sioner of Internal Revenue made the 
following appointments in the IRS 
National Office and the Regional Com- 
missioner offices: 

Robert L. Jack, former director. of 
the Collection Division in the National 
Office, has been appointed as director 
of the newly formed ADP Division, 
and Francis G. Duehay has been named 
as assistant director. The ADP Divi- 
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sion will direct the automatic data 
procession system now. being estab- 
lished in the IRS. 


Harold E. Snyder has been named 
as director of the Collection Division 
in the National Office, and John Weber 
has. been appointed as assistant di- 
rector. 


On the regional level, Howard D. 
Taylor, former assistant regional 
commissioner (appellate), has been 
appointed as regional commissioner 
for the New York City Region, suc- 
ceeding Thomas P. McGovern who is 
now assistant regional commissioner 
(Intelligence) in the Cincinnati region. 


The Treasury 


The Secretary of the . Treasury 
will soon submit his report to Con- 
gress on the results of the IRS enforce- 
ment program on “expense account” 
deductions as required by P. L. 86-564, 
the Rate Extension Act of 1960. rn 


The Secretary’s report will tell Con- 
gress that a majority of tax returns 
audited during the past year which 
contained “expense account” deduc- 
tions were adjusted by the disallow- 
ance of a portion or all of the business 
expenses claimed. Highest percentage 
of adjustment was in returns filed by 
individuals. 


The Congress 


The Interstate Commerce Commis- 
sion added its support for federal tax 


law changes. which would permit 
faster depreciation write-offs on equip- 
ment to spur the economy. The chair- 
man of the ICC appeared before the 
House Committee on Interstate and 
Foreign Commerce and recommended, 
as one method of improving the finan- 
cial condition of railroads, that faster 
tax depreciation of railroad property 
and equipment be permitted, or pro- 
vision for the establishment of con- 
struction reserves. 
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The ICC chairman also told the 
committee that the excise tax on pas- 
senger travel should be repealed, and 
that payments or tax relief granted 
by state and local governments to 
railroads should not be absorbed by 
federal income taxation. 


The President 


An increase in the number of. tax 
returns to be audited by the Internal 
Revenue Service can be expected if 
Congress acts on the President’s 
budget recommendation to give the 
Service an additional $7 million in 
fiscal year 1962. The President told 
Congress the extra $7 million will be 
used to accelerate the Service’s long- 
range program to strengthen tax law 
enforcement, and to participate with 
the Department of Justice and other 
agencies for combating the increase 
in lawlessness. 


The Congress 


State governments would be given 
a larger. share of federal estate tax 
collections by an increase in the fed- 
eral credit if Congress follows the 
recommendations of one of its com- 
missions. 


This federal. tax. law change was 
one of the many recommendations 
which were included in the report of 
the Advisory Commission on- Inter- 
governmental Relations. This com- 
mission ‘was established by Public 
86-380 to recommend to Con- 
gress and to the states ways to lessen 
competition for the tax dollar between 
state and federal governments. 


Law 


The commission recommended that 
the present federal estate tax credit 
to states be increased by a graduated 
bracket system. The increase would 
be conditioned upon each state adopt- 
ing a uniform estate tax law similar to 
the federal law before they could 
share the increased revenues. The 
commission felt the prospects of addi- 
tional tax revenue would provide an 
incentive. to states to change their in- 
heritance laws to a uniform estate tax 
law complying with uniform: stand- 
ards. .The commission felt the present 
state inheritance laws were inade- 
quate when applied to complex estates, 
and were difficult to follow where a 
decedent’s property is located in more 
than one state. 


The projected revenue loss to the 
federal government under the recom- 
mendations would be from $300 to 
$400 million annually. However, the 
annual loss to the federal government 
would be on a gradual basis, and the 
first impact would be felt in the 1963 
or 1964 fiscal year collections. 


It was also recommended that a 
similar credit for federal gift taxes 
not be considered by Congress. In 
addition, the commission recommended 
to the 12 states which have gift tax 
statutes to abandon them. If any 
felt loss incurred from the deletion of 
the gift tax laws of these states, it 
would be recovered through the pro- 
posed increase in the states’ portion 
of federal estate tax collections. 

Companion bills, H. R. 5153 and 
H. R. 5155, have been introduced in 
Congress containing the Commission’s 
recommendations on estate tax law 
changes. 


“Despite misconceptions to the contrary, substantial taxes are paid abroad by 


foreign subsidiaries and branches of American companies. 


Since the pattern of tax 


levies in most countries abroad is different from that of the U. S., a larger proportion 
of total foreign taxes is collected as non-income taxes than is the case in the U. S. 
These non-income taxes are not included in the computation of the foreign tax credit, 
though perhaps they should be.'’—John J. Powers, Jr., President, Pfizer International. 
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James R. Lyons, attorney in the Business Insurance Department, 
Advanced Underwriting Division, of State Mutual 

Life Assurance Company of America, discusses the impact 

of the Duberstein case in the area of 

corporate payments to widows of deceased employees. 


HEN A COMPANY voluntarily makes payment to a widow of 

a deceased employee, the aggregate of the first $5,000 is not 
taxable to the payee under 1954 Code Section 101(b). provided the 
deceased employee did not possess nonforfeitable rights to such 
amounts while living. The question of the taxation of the amount 
over $5,000 has been the subject of much litigation. 

In recent months, several cases involved the taxability of “gifts” 
have followed in the wake of the Supreme Court’s opinion. in the 
Duberstein decision (60-2 ustc J 9515, 363 U. S. 278). . These cases are to 
be considered in the light of any purported guidelines established by 
the Supreme Court for determining whether a transfer is a gift or 
taxable compensation. 


In the Duberstein case, the Court was concerned with the question 
of whether a Cadillac given by a company to a friend of its president 
for furnishing profitable business leads was a gift or taxable com- 
pensation. It held that the transfer was compensation for past serv- 
ices or an inducement to be of service in the future, rather than a gift. 
The Court emphasized that the proper criterion in characterizing a 
transfer is a factual finding of the donor’s dominant reason in making 
the transfer, which determination is on a case-by-case basis with 
primary weight given to the conclusions of the trier of fact. Such 
conclusions will stand unless “clearly erroneous.” In addition, the 
Court declined to promulgate any new test and, instead, set forth the 
applicable principles of law as established by prior cases with particu- 
lar emphasis on the Bogardus case requirement that a gift can not 
emanate from “the constraining force of any moral or legal duty,” 
or from “the incentive of anticipated benefits” of an economic nature. 

Subsequently, in Estate of Mervin G. Pierpont, CCH Dec. 24,408, 
35 TC —, No. 10 (1960), the Tax Court as trier of fact found that “‘con- 
tinuation of salary payments” made to a president’s widow by the 
company in recognition of services of such deceased employee were not 
intended as gifts under Section 102 of the 1954 Code and that the ex- 
cess of such payments over $5,000 constituted taxable income. After 
applying the “dominant reason” inquiry to the facts and stating that 
the burden of proof is on the taxpayer, the Tax Court went on to say: 


Thoughtful Tax Man 351 





“We find nothing in the record that 
would lead us to conclude that the al- 
leged gifts proceeded from a ‘detached 
and disinterested generosity . . . out 
of affection, respect, admiration, charity 
or like impulses, [Commissioner v. 
Duberstein|. To the. contrary, the 
explicit statement. by the Board of 
Directors that the payments which it 
authorized were ‘in recognition of the 
services rendered by the late Mervin 
G. Pierpont’ and its characterization 
of those payments as ‘a continuation 
of his salary’ suggests that the domi- 
nant intention of the donor was to pay 
additional compensation in respect of 
the decedent’s services. To be sure, 
the payments were made to the widow 
rather than to the decedent’s estate, 
but there is no solid evidence that 
they were motivated in any part by 
the widow’s needs or by a sense of 
generosity or the like. In view of this 
date of the record, we hereby find as 
an ultimate fact that the payments in 
controversy were not intended as a 
gift.” 

The Tax Court avoided the issue of 
whether Section 101(b) of the 1954 
Code affirmatively required that death 
benefits described therein in excess 
of $5,000 be treated as taxable income. 
The cases of Reed v. U. S. (59-1 ustc 
{| 9264, 177 F. Supp. 205 (DC Ky.)) 
and Cowan v. U. S. (60-2 ustc § 9674 
(DC Ga.)) which held such payments 
to be excludable were noted but not 
considered. 


The case apparently turned on the 
fact that the corporate resolution which 


authorized the payment was not 
couched in language which evidenced 
a “gift” intent and that the taxpayer 
failed to meet the burden of proof 
necessary to sustain such intent. 

In any event, the Tax Court has 
departed from its earlier ruling (Es- 
tate of Hellstrom, CCH Dec. 21,191, 24 
TC 916) that gratuitous payments 
to employees’ widows are nontaxable 
gifts. 
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The Pierpont case was cited by the 
Tax. Court in a later case, Abe A. 
Danish, CCH Dec. 24,450(M), 19 TCM 
1349, Again the Tax Court relied on 
the opinion in the Duberstein case, and 
after inquiring as to the basic or domi- 
nant reason of the donor for making 
the transfers in question, it deter- 
mined “that the payments proceeded 
primarily from ‘the constraining force 
of a moral or a legal duty’ or from the 
incentive of anticipated benefits of an 
economic nature.” Therefore, such 
payments were not gifts within the 
meaning of Section 102(a) but rather 
taxable income. The $5,000 exclusion 
of Section 101(b) was not an issue. 

The Danish case involved payments 
to former employees of a company 
acquired by the donor. The donor- 
company regarded the payments (as 
evidenced through letters of corre- 
spondence and not language in a cor- 
porate resolution) as an appreciation 
of the recipients’ former contributions 
to the company and not as additional 
compensation for personal services. 
In fact, the payments were made to 
employees who had terminated em- 
ployment and even to their widows. 


A week later in Estate of Martin 
Kuntz, Sr., CCH Dec. 24,463(M), 19 
TCM 1379, the Tax Court held that 
corporate payments to a widow of a 
deceased officer did not constitute 
gifts under Code Section 102 but rather 
taxable income under Code Section 
61. Particular emphasis was placed 
on the language in the applicable cor- 
porate resolution which stated that 
the payment “is to the best interest, 
and benefit of the corporation” and 
“this payment is made as additional 
compensation and in consideration of 
services heretofore rendered to this 
corporation by the late Martin Kuntz, 
or.” 

A second resolution specifically au- 
thorized a nontaxable $5,000 payment 
under Code Section 101(b) and, there- 
fore, such amount was not an issue. 
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The Court stated that the facts in 
the Pierpont case were controiling, 
which case contained similar lan- 
guage in the corporate resolution. In 
addition, it distinguished the Reed 
case which was decided prior to the 
Duberstein case by stating that the 
Reed case payment was designated as 
“made as material expression of sym- 
pathy, generosity and kindness to the 
widow of a deceased officer and em- 
ployee.” As previously observed in the 
prior cases, the language in the cor- 
porate resolution once again was 
largely determinative of how the pay- 
ment was taxed. 


The Tenth Circuit Court of Appeals 
(U. S. v. Kasynski, 60-2 ustc § 9792, 
which affirmed an unreported district 
court decision, was faced with the 
question of whether corporate pay- 
ments of $60,000 in 1952 through 1954 
to a widow of a deceased stockholder 
officer were excludable gifts under 
1939 Code Section 22(d)(3) and 1954 
Code Section 102(a) or gross income 
in the meaning of 1939 Code Section 
22(a) and 1954 Code Section 61 (a). 


Based upon the reasoning of the 
Duberstein case and acting within the 
limits of its appellate powers of deter- 
mining whether the trial court’s find- 
ings were clearly erroneous or not, the 
court upheld the payments as non- 
taxable gifts. While the corporate 
resolution stated that the amounts in 
question were made in recognition of 
the services rendered by the deceased 
employee, the court found that suf- 
ficient additional facts existed in the 
records upon which the trial. court 
could find that a gift was intended. 


It is interesting to note what the 
court said in regard to Duberstein: 


“The Supreme Court in Duberstein 
did recognize certain guiding principles 
which should be applied to the facts 
determining whether there was a gift. 
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A transfer without consideration. is 
not necessarily a gift within the meaning 
of the statute. If the payment pro- 
ceeds primarily from the impulsions 
of a moral or legal duty or from the 
incentive of an anticipated economic 
benefit, it is not a gift. If the trans- 
fer results from a ‘detached and disin- 
terested generosity’ arising out of 
‘affection, respect, admiration, charity 
or like impulses,’ it is a gift.. The 
most critical consideration is the 
transferor’s intention. This requires 
an objective inquiry in which the hopes 
and expectations of tax treatment are 
immaterial. The proper criterion re- 
quires determination of the dominant 
reason of the transfer.” 


In conclusion, the aforementioned 
cases indicate the importance of the 
language used in the corporate reso- 
lution to authorize the payments as 
indicative of the donor’s dominant 
reason for making the transfer, which 
reason under the Duberstein opinion 
largely determines the taxability of 
the transfer. 


While deductibility by the employer 
or payor is not conclusive as to taxa- 
bility to the payee, it is noteworthy 
that in all the Tax Court cases con- 
sidered, the payor took a deduction 
and the resultant payments were held 
taxable to the respective payees. In 
the circuit court Kasynski case, the 
deduction was taken under a specific 
provision not available under the 1954 
Code and the payments were held not 
taxable. It has been suggested that a 
payment should not be both deducti- 
ble by the company and tax free to 
the payee. However, according to 
Fifth Avenue Coach Lines, Inc., CCH 
Dec. 23,477, 31 TC 1080 (1959) : rev'd 
on other grounds, 60-2 ustc. § 9628, 
281 F. 2d 556 (CA-2) and Fort Orange 
Paper Company, TC Memo 1960-170 
(1960), a payment is still deductible 
even though the widow may receive 
it tax free. [The End] 
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INTERSTATE APPORTIONMENT 
OF BUSINESS INCOME 


By JOHN A. WILKIE 


This is a comment on the problems of the basis of jurisdiction to tax 
income purely from interstate commerce and the justification for a sales factor 
in the allocation formula and the weighting of the various factors in the 
formula. The author is research economist with the Wisconsin Department 
of Taxation, Madison, Wisconsin. 


HE NORTHWESTERN-STOCKHAM decision has undoubtedly 

broadened the power of the states to tax income purely from 
interstate commerce. Such action has definitely improved the equity 
of the direct state income taxes. Substantial competitors who were 
engaged in “exclusive interstate commerce” are now being subject to 
tax. It remains to be seen just how far the ruling of the court extends. 
Just what does constitute “sufficient nexus.” It is submitted that the 
mere existence of a market in a state is sufficient nexus. The buyers 
in this market are being benefited by the state and so is the seller to 
these buyers. It is submitted that the consumers of the. seller’s 
product are a “source” of his income and should be considered so for 
purposes of state income taxation. Such state power would greatly 
increase the equity of the tax. It would also solve the “no man’s land” 
problem of allocating sales under the destination rule. Even with 
respect to defining what local activities are sufficient to constitute a 
“nexus,” we shouldn’t be limited by a restrictive proposition of “sub- 
stantial place of business.” Such a proposal is clearly arbitrary and 
inequitable. An occasional sale of say $50,000 should certainly be 
sufficient basis for taxation. Systematic solicitation or sales promotion 
is certainly a sufficient basis. Benefits are definitely being derived 
from the states concerned. Actually it would appear that any activity 
however small or incidental is “sufficient nexus.” It all is being 
benefited to some degree by the taxing state. Aside from the question 
of constitutional power, it may be that because of compliance costs 
and administrative costs that Congress or the states themselves should 
limit the power of the states to tax income derived exclusively from 
interstate commerce. . Such limits should be drawn on as equitable 
basis as possible both for economical and judicial reasons. The limits 
might be set in terms of value of sales to residents in the state (say 
$24,000), the amount of time spent therein by personnel (say 1000 
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hours), or the value of property lo- 
cated or given situs therein (say 
365,000 dollar days). Activities within 
these limits would be considered “in- 
cidental” and exempt from tax. Uni- 
form standards could be adopted by 
Congress or by the states themselves 
through intensive cooperation. Uni- 
form laws can be adopted by the states 
over a period of years if they are 
promoted sufficiently. 


The three factor formula for allo- 
cating apportionable income of prop- 
erty, payroll, and sales has been used 
in practice for a good many years and 
currently is the most widespread 
among the states. It was also recom- 
mended for uniform adoption by the 
states by the committee on Tax Situs 
and Allocation of the National Tax 
Association in its Final Report of 
1951.4. Later in 1957. the National 
Conference of Commissioners on Uni- 
form Laws adopted the three factor 
formula in its model statute. In 1957 
North Carolina revised its allocation 
provisions and adopted a good num- 
ber of the provisions of the uniform 
act. The new corporate income tax 
states of New Jersey and Delaware 
have adopted the three factor formula. 
Michigan has it under consideration. 
The main need is to change the older 
non-conforming states. Much more 
intensive voluntary effort could be 
made by the federal government, busi- 
ness, state governors, tax administra- 
tors, economic, legal and accounting 
societies to produce these changes. 
Somebody should be actively encour- 
aging the executive and _ legislative 
branches of the governments of. the 
various states involved. I voluntary 
efforts fail it may be necessary for 


Congress to adopt uniform standards. 


Each factor in the three factor for- 
mula of property, payroll and sales is, 
*See 1951 NTA Proceedings Dallas, p. 462. 
*See John A. Wilkie “Allocation of Mul- 
tistate Income Under State Corporate Net 
Income Taxes,” Volume 1, pp. 250-259, Un- 
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if properly defined, economically jus- 
tified. Apparently the fact that the 
use of property and human effort pro- 
duces income is accepted. With re- 
spect to the sales factor it is submitted 
that a sales factor based upon desti- 
nation is economically justified. (A 
purchases factor based on place of 
origin is also economically justified 
but is is difficult to administer).? A 
separate sales factor based on sales 
activity is more questionable since the 
labor and capital involved are already 
represented in the property and pay- 
roll factors. It is also true that most 
sales activity criteria are subject to 
some manipulation. Sales activity for 
a particular sale may also take place 
in several states and it is difficult to 
allocate the sales between them. An 
equal allocation would considerably 
complicate compliance and adminis- 
tration. 


A sales factor based on point of 
destination is economically justified 
because it gives weight to the demand 
side of any profit producing transac- 
tion. Goods are not produced for in- 
ventory they are produced for sale. 
The mere. production of goods does 
not create income. ‘A profit is deter- 
mined not only by the supply factors 
of capital and labor but also by the 
demand. factors. Without a market 
there simply wouldn’t be any realiza- 
tion of income. The sales to custo- 
mers in a given state may increase 
volume just enough to assure an over- 
all profit. The mere fact that the tax- 
payer doesn’t own or lease the market, 
or hire the market is immaterial. The 
fact is the customers are furnishing 
the taxpayer cash for goods received. 
Every seller to a customer is deriving 
some benefit from the state in which 
that customer is located. 


published doctoral thesis, University of 
Wisconsin, June 1956. The entire profit of 
a firm may be largely due to a particular 
favorable procurement position. 
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It is also submitted that a sales 
factor based upon the point of desti- 
nation can be made administratively 
workable. The vast majority of sales 
would be readily allocated to states 
with clear jurisdiction to tax. (If it 
is constitutional to tax income partly 
derived from a customer as a source 
of income all sales could be allocated 
on a destination basis. The remainder 
of the sales can be allocated on some 
“activity” basis such as the state 
of origin of shipment * or the state of 
office of acceptance. The state of 
origin of shipment does not represent 
any of the selling activity and would 
definitely favor the manufacturing 
states. It is already represented in 
the property factor. The office of 
acceptance is fairly definite in identi- 
fication. It is related to a crucial 
selling activity. Attempts to manip- 
ulate the office of acceptance to avoid 
taxation should not be countenanced. 
Finally, if the destination basis of 
sales allocation is. not adopted it is 
agreed that the sales factor is prob- 
ably not justified. Selling activities 
are already represented to the prop- 
erty and payroll factors. Selling ac- 
tivities of the same ‘sale may be 
located in several states. It is difficult 
to allocate the sale between all the 
states involved without undue com- 
plication. 

With respect to weighting of the 
factors in the allocation formula one 
might consider weighting the prop- 
erty factor and payroll factor on the 
basis of expenditures relating to ap- 
portionable income. Capitol costs such 
as depreciation, depletion, rent, prop- 
erty taxes, interest, insurance, repairs 
and maintenance and purchases would 
be used to weight the property factor. 
To be uniformly applied however all 
the items used would have to be uni- 





* Recommended by the Committee on Tax 
Situs and Allocation. of the National Tax 
Association in its Final Report of 1951. 
Also adopted by the National Conference 
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formly defined and applied in each 
state if not as deductions from gross 
income then for purposes of weight- 
ing factors in the formula. Deprecia- 
tion might be treated as under the 
federal law. Such weighting might 
be used for a two factor formula of 
property and payroll. Or it could be 
used for the property and payroll 
factors in a three factor formula with 
the third factor sales being given an 
arbitrary weight such as one-third or 
one-half. Needless to say the above 
method of weighting on an individual 
firm basis and for each year would 
entail considerable extra computation. 


A simpler method of weighting, 
namely with property and payroll 
with equal weights of 25 per cent and 
the receipts factor with 50 per cent 
was seriously considered in the 1939 
Report of the National Tax Associa- 
tion on Allocation of Income.* It was 
not. recommended because it would 
entail a change in the laws and prac- 
tices of all states. Aside from this 
such a formula allowing equal weight- 
ing to the property and payroll factor 
doesn’t allow for the fact that one or 
the other in many cases is of more 
importance. The above however seems 
preferable to an equally weighted 
three factor formula such as property 
payroll, and sales where most of the 
weight of the formula is located where 
the plant facilities are located. The 
defining of the sales factor in such a 
way as to allocate the sales to the 
plant location makes it even more 
one-sided. 


The relative weighting of property 
and payroll factors might be done on 
an industry basis following an empirical 
study of the cost relationships over 
a period of years. It may be how- 
ever that small firm cost relationships 
vary considerably from those of large 


of Commissioners on Uniform Laws in 
1957 for its uniform act. 
*1939 NTA Proceedings, p. 206. 
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firms. If such is the case individual 
firm treatment may be the only fair 
basis of weighting the two factors. 
A 2 to 1 treatment when it should be 
only 1 to 2 or 4 to 1 would still be 
rough. 


With respect to factor weighting 
the 1951. Committee on the Tax Situs 
and Allocation of the National Tax 
Association stated “The desirability 
of assigning different weights to these 
factors in order to attach greater im- 
portance in the production of income 
to one factor as opposed to others was 
considered. However the conclusion 
was reached that any such weighting 
of factors would be no less arbitrary 
than assigning equal weights and that 
any distortion of allocation which 


weight to each of the factors could 
be avoided by application of rule 4 
below.” * In actual practice there are 
only a few cases of taxpayers request- 
ing adjustment. Equal weighting is 
relatively simple and has been in wide 
use, It would appear however that 
greater equity and more economical 
results would occur if property and 
payrolls were weighted on the basis 
of their relative contribution to total 
costs. At the same time however 
there would appear to be some justi- 
fication for giving the sales factor at 
least one-third weight and perhaps 
one-half weight. Revenues are greater 
than expenditures in the profitable 
concern. Market values must be con- 
sidered as well as capital and labor 


might result from assigning equal values. [The End] 


GOVERNMENT EMPLOYMENT 


At the close of the 1962 fiscal year, over 40 per cent of all 
federal civilian employees of the executive branch will be 
employed by the Department of Defense. Behind this unit in 
size is the Post Office Department which is to have a projected 
588,000 employees. Adding the total of the Veterans Adminis- 
tration to the Post Office and Defense Department figures, 
about three-quarters of all. federal employment is accounted 
for. Estimated sums for other large federal agencies at the end 
of the 1962 fiscal year show the Department of Agriculture 
with 107,000 employees; Treasury with 82,000; and Health, 
Education, and Welfare with 73,000 workers. 


Total federal employment is expected to increase by about 
37,000, approximately 1% per cent, from June 30, 1961 to June 
30, 1962. Major increases will be 12,000 in the Post. Office 
Department, 3,000 in the Treasury Department, 3,000 in the 
Department of Agriculture, 3,000 in the Federal Aviation 
Agency and 3,000 in the Department of Health, Education, and 
Welfare. 


*1951 NTA Proceedings, p. 459. Rule 4 


provided for adjustment in the case of 


unfair allocation of net income. 
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STATE TAX NEWS 


ORE STATES are going in for personal income tax withhold- 
ing. The latest states to pass such laws are Missouri, New 
Mexico and West Virginia. 


Missouri’s new law requires employers to withhold state income 
tax from their employees pay. The date on which such withholding 
shall begin is not quite settled. Possibly, it will be July 1, 1961. 
Missouri will use withholding table. A new wrinkle employers will 
receive as compensation for withholding an amount equal to 2 per 
cent, of the first $5,000 withheld, 1 per cent on the next $5,000 and 
.5 per cent on amounts over $10,000. 


New Mexico employers will begin withholding tax from their 
employees on July 1, 1961. This state will also use withholding tables. 


West Virginia employers will withhold that state’s new income 
tax from their employees beginning April 1, 1961. The tax will be 
withheld according to withholding tables. 


Iowa, Minnesota and Wisconsin legislatures are considering income 
tax withholding laws. 


As of the first of the year, 34 states and the District of Columbia 
had personal income taxes. Two of these states, New Hampshire and 
Tennessee, tax only income other than wages. The other 32 levied a 
tax on all wages and salaries. 


There are 19 states and the District of Columbia which require 
employers to withhold a percentage of all employees’ wages to apply 
against personal tax liability.. Since January 1, Louisiana has also 
required withholding at the source. Two additional states, California 
and Iowa, require withholding only for employees who do not reside 
within the state. 


Of the states requiring withholding at the source, most provide 
employers with standard withholding tables to compute the amounts 
to be withheld from employees’ wages. Many of these states also 
provide for the adoption of alternate methods, should an employer 
choose not be use the standard table. Alaska, Colorado, Idaho and 
Utah withhold a percentage of the amount withheld for federal tax. 
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Recent Tax Laws 


Alaska—Property Taxes Prorated 
on Real Property Acquired for Public 
Use.—When real property is acquired 
for public use by the State, its agen- 
cies or political subdivisions, the prop- 
erty taxes will be prorated so that 
the taxpayer will pay taxes only for 
the length of time that the real prop- 
erty is actually owned by him. A 
claim for refund must be filed with 
the political subdivision within three 
years after the taking for public use. 
S. B. 58, approved March 8, 1961, 
effective March 9; 1961. 

Arizona — Provision Concerning 
School Finance Changed.—The word 
“aggregate” has been deleted from 
the expression “aggregate sum” in 
referring to the amount to be raised 
by state taxation for the support of 





“Are you sure our translators are using the right code? 
message says their new lawmakers have reduced all taxes. 


‘State Tax News 


common and high school education 
based on average daily attendance. 
H. B. 62, approved March 6, 1961. 


Arkansas — Corporations Allowed 
Credits for Taxes Paid Other States. 
—Fiduciaries, partnerships and corpo- 
rations residing or domiciled in the 
State are allowed credits for income 
taxes paid other states in the same 
manner as individuals. S. B. 138, ef- 


fective for taxable years ending on or 
after September 30, 1961. 


Arkansas Sales Tax Rate in Border- 
line Cities Applied to Auto Sales.— 
Where a city or incorporated town is 
divided by a state line from an incorpo- 
rated city or town in an adjoining state 
which imposes a sales tax of 2% or 
more, the Arkansas tax within the 
Arkansas city shall be levied at 3%. 
If the tax imposed in an adjoining 





This 





state is of a selective type limited to 
specific items, then the rate upon sales 
of such articles on the Arkansas side 
shall be the same as that imposed in 
the adjoining state, but not in excess 
of 3%. (This doés not apply to sales 
of intoxicating beverages.) With refer- 
ence to motor vehicles, this provision 
applies only to sales made to bona fide 
residents of the Arkansas municipality. 
Sworn statements in writing. may be 
required by the Commissioner of Reve- 
nues to establish the residence of per- 
sons claiming the exemption. Act 
252, approved and. effective March 14, 
1961. 


Arkansas Admissions to Rodeos 
Exempt from Sales Tax.—Gross re- 
ceipts or gross proceeds from gate ad- 
mission fees at any rodeo are exempt 
from the Arkansas sales tax, provided 
they are used exclusively for the im- 
provement, maintenance and opera- 
tion of the rodeo, and no part of the 
net earnings inures to the benefit of 
any private stockholder or individual. 


Act 213, approved and effective March 
14, 1961. 


California—Provide for Refund or 
Cancellation of Property Taxes for 
Certain Organizations.—Cancellation 
or refund of property taxes is pro- 
vided for organizations entitled to the 
welfare exemption which have failed 
to file for such exemption for a fiscal 
year commencing during 1960. This 
“automatic exemption” applies to or- 
ganizations which have inadvertently 
failed to amend their articles of incor- 
poration so as to reflect exempt status 
at the lien date. S. B. 367, approved 
and effective March 8, 1961. 

Similarly, property taxes are to be 
cancelled or refunded if a church has 
failed to file a claim for exemption 
for a fiscal year commencing during 
1960. S. B. 39, approved and effective 
March 8, 1961. 
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California Podiatrists Are Consum- 
ers of Materials Used in Foot Treat- 
ments. — Podiatrists are deemed 
consumers, and not retailers, of pros- 
thetic materials used or furnished in 
treating conditions of the human foot. 
H. B. 38, approved March 13, 1961. 


California’s Refund Period for 
Motor Vehicle Fees Extended to 
Three Years.—Applications for re- 
fund of vehicle license fees and vehi- 
cle registration fees may be made 
within three years after the date of 
payment or collection. H. B. 43, ap- 
proved March 14, 1961. 


Colorado—Premiums Tax Exemp- 
tion Allowed for Crop Hail Insurance. 
—Mutual protective associations writing 
only crop hail insurance and operating 
on an advance premium basis are ex- 
empt from the tax on insurance pre- 
miums on that portion of the premium 
designated to the loss fund. S. B. 43, 
approved and effective March 20, 1961. 


Indiana—Gross Income Tax on 
Real Estate Sales to Be Paid Before 
Deed Is Recorded.—From and after 
July 1, 1961, the gross income tax as- 
sessed against the proceeds from sales 
of real estate shall become due and 
payable at the time of the transfer 
of the title to the real estate, and the 
seller or grantor shall be liable for 
payment of the tax. The tax may 
not be added to the agreed purchase 
price of the real estate. Proceeds from 
conditional or installment sales of real 
estate in years prior to the transfer 
of title shall. be included as gross in- 
come in the year in which received. 
The tax shall be paid either by affix- 
ing adhesive stamps for the proper 
amount of the tax or by payment to 
the county treasurer of the county in 
which the real estate is located. No 
deed of conveyance of real estate, of 
any interest therein, shall be accepted 
for recording by the county recorder 
unless evidence of payment of the tax 
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is submitted. Ch. 293, effective July 
1, 1961. 


Indiana Recodifies Property Tax.— 
The “Property Assessment Act of 
1961,” completely recodifies and clari- 
fies the property tax law. Ch. 319, 
approved March 10, 1961. 


Indiana Imposes Excise Tax Motor 
Vehicles, Mobile Homes.—An annual 
license excise tax of 2% of the value 
of the vehicle has been imposed upon 
motor vehicles and mobile homes. This 
tax shall be in lieu of the ad valorem 
property tax but in addition to any 
registration fees imposed on such vehi- 
cles. The tax will be payable on Janu- 
ary 1 of each year, with the first tax 
to be collected on all vehicles subject 
to the tax on and after January 1, 
1963. No vehicle shall be subject to 
personal property taxes beginning in 
the calendar year 1962, payable in 
1963. Ch. 345, law without. governor’s 
approval. 


Indiana to Tax Household Goods at 
5% of Value of Improvements.—All 
household goods shall be assessed and 
valued for taxation purposes at 5% of 
the assessed valuation of the improve- 
ments located on the real estate in 
which the household goods are kept 
and maintained. For goods main- 
tained in a multiple dwelling unit, the 
assessment shall be made on a per 
room basis and shall equal 5% of the 
established assessed valuation of the 
multiple dwelling unit, exclusive of 
the land on. which it is. situated, 
divided by the number of rooms in the 
multiple dwelling unit. The valua- 
tion of household goods as fixed by 
the assessor shall be presumed to be 
334%4% of the true cash value of the 
household goods. -The act will be 
effective from and after January 1, 
1962. Ch. 325, became law without 
governor’s approval. 


Indiana Changes Property Tax 
Exemption for Aged Persons.—The 
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$1,000 property tax exemption allowed 
for persons 65 years of age or more has 
been changed so that it only applies 
if the total income of the husband and 
wife does not exceed $2,250, if the 
dwelling has an assessed valuation of 
not more than $5,000, and if the per- 
son resides in the dwelling. A copy 
of the applicant’s gross income tax 
return must be submitted with the 
application for exemption. Ch. 197, 
became law without governor’s approval. 


Indiana Extends Time for Filing 
Motor Fuel Tax Refunds.—Consum- 
ers’ refund claims for motor fuel used 
other than upon the highways may be 
filed within six, rather than four, 
months after the date of purchase. 
Ch. 300, approved March 10, 1961. 


Proportional Registration Allowed 
for Indiana’s Intercity Buses.—Own- 
ers of fleets of intercity buses may 
register a proportional number of 
such buses in lieu of paying the regu- 
lar registration fees. The fee shall 
be determined by (1) dividing the in- 
state mileage by the total fleet miles, 
(2) determining the total amount neces- 
sary to register each bus in the fleet 
for which registration is requested 
based on the regular annual registra- 
tion fees, and (3) multiplying the sum 
obtained under (2) by the fraction 
obtained under (1). In addition, a 
fee of $1 shall be charged for each 
license plate, sticker or device issued 
for each proportionally registered bus. 
Ch. 131, approved March 6, 1961. 


Indiana’s Stamps Need Not Be Af- 
fixed to Malt Beverages.—It shall no 
longer be necessary to affix stamps 
evidencing the payment of the excise 
tax on alcoholic malt beverages. to 
barrels, kegs, cases and cartons of 
such beverages. The stamps shall be 
affixed to a monthly report to be filed 
with the Alcoholic Beverage Commis- 
sion on or before the 15th day of each 
month. Brewers located outside the 
State shall furnish bonds equal-to the 
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average monthly excise tax liability 
for the previous year in order to quali- 
fy to use this method of payment. 
Brewers located in states which _re- 
quire affixation of stamps shall be re- 
quired to affix Indiana stamps also. 


Ch. 129, effective July 1, 1961. 


Maine—Food Products Sold on 
“Take Out” Basis Are Taxable.—The 
sale of food products ordinarily sold 
for immediate consumption on or near 
the location of the retailer is a taxable 
sale, even though such products are 
sold on a “take out” or “to go” order 
and are actually packaged or wrapped 
and taken from the premises. H. B. 


548, approved March 10, 1961. 


Massachusetts — State Assessment 
System May Be Accepted at Annual 
or Special Town Meetings.—Any 
town, by a majority vote at an annual 
or special town meeting called for the 
purpose, may petition the state tax 
commission for the installation of an 
assessment system. H. B. 842, ap- 
proved March 2, 1961. 


Minnesota—Due Date for Final 
Income Tax Return for Decedents Es- 
tablished.—A final return of a decedent 
for a fractional part of a year shall be 
filed on the 15th day of the 4th month 
following the close of the 12-month 
period which began with the first day 
of such fractional part of a year. Ch. 
100, effective March 17, 1961. 


Montana — Insurance Companies’ 
Premiums Tax Increased.—The net 
premiums tax on authorized insurers 
has been increased from 2% to 2.25% 
for the calendar years 1961 and 1962. 
H. B. 90, approved March 5, effective 
for all tax years ending after Decem- 


ber 31, 1960. 


Nebraska—Provision Authorizing 
Refund of Property Tax Paid Because 
of Clerical Error Is Expanded.—A re- 
fund of property taxes paid as a result 
of a clerical error may now be granted 
when the error was made by taxing 
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officials of the state or other political 
subdivision of the ‘state or the tax- 
payer. Formerly, the refund provi- 
sion was limited to taxes paid because 
of a clerical error made by county tax- 
ing officials. The period of time for 
claiming a refund is extended from six 
to nine months after payment of the 
tax. L. B. 256, approved and effective 
March 15, 1961. 


Nevada—Provide New Formula for 
Computation of Interstate Highway 
Use Fees.—The fees due under the 
Interstate Highway Users Fee Ap- 
portionment Act will be computed as 
follows: (1) divide the number of in- 
state miles by the total number of 
fleet miles; (2) determine the total 
amount necessary, whether for fees or 
taxes, to register all vehicles in the 
fleet for which registration is re- 
quested ; (3) multiply the amount de- 
termined under (2) by the fraction 
obtained under (1); (4) to the prod- 
uct obtained under (3), add a service 
charge of $2 for each vehicle listed in 
the application. 

Vehicles which are not part of a 
fleet of two or more vehicles, at least 
one of which operates in two or more 
states which have adopted the inter- 
state. users fee apportionment plan, 
are no longer excluded. The waiver 
of fees in case they are less than 50% 
of the lowest rated vehicle is deleted. 
S. B. 103, approved March 14, 1961. 


Nevada has One-Trip Motor Vehi- 
cle Registrations.—The owner or oper- 
ator of a vehicle coming within the 
provisions of the Interstate Highway 
User Fee Apportionment Act may, in 
lieu of this registration and fees 
imposed by such act, apply for and ob- 
tain a one-trip registration upon pay- 
ment of.a $2.50 fee. Such one-trip 
registration authorizes operation over 
the Nevada highways of not more 
than 96 consecutive hours, and per- 
mits a single round trip into or across 
the State.. This one-trip registration 
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does not apply to interchange trailers 
that are entitled to operate without 
the payment of additional fees. S. B. 
98, approved March 14, effective July 
1, 1961. 


New York—Specify Application of 
Reenacted Income Taxes to Short 
1960 Income Years.—The provisions 
of Articles 22 (personal income) and 
23 (unincorporated business income) 
of the tax law, which repealed and re- 
enacted Articles 16 and 16-A of the 
tax law by adopting federal adjusted 
gross income as the starting point in 
determining New York taxable in- 
come, are applicable with respect to 
taxable periods of less than a year 
ending in 1960. A. B. 3709, approved 
and eftective March 21, 1961. 


New York’s Highway Use Tax Ex- 
emption Is Allowed for Small Trucks. 
—Trucks, tractors or trailers with a 
gross weight, alone or in combination, 
of 18,000 pounds or less gross weight 
are exempt from the highway use tax 
unless an election is made to compute 
the tax on the basis of unloaded 


weight. Highway use tax permit fees 
already paid on such vehicles may be 
refunded or. credited if application is 


filed with the State Tax Commission 
on or before September 30, 1961. 
A.. B. 2132, approved and. effective 
March 7, 1961. 


North Dakota — Sales and Use 
Taxes Imposed on Magazines and 
Periodicals.—Sales of subscriptions to 
magazines and other periodicals, re- 
gardless of whether or not they are to 
be delivered in the future or whether 
or not they are in existence at the 
time of the sale, are subject to the 
sales and use taxes. Newspaper sales 
or sales of magazines or periodicals 
that are furnished free by nonprofit 
corporations or organizations to mem- 
bers, or for the payment of member- 
ship fees or dues by the members, are 
not subject to the taxes. S. B. 108, 
approved March 20, 1961. 
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North Dakota Will Allow Credit 
for Taxes Paid Other States—Federal 
Income Tax Deduction.—A credit is 
allowed residents for taxes paid a ter- 
ritory of the United States or the Dis- 
trict of Columbia, as well as for taxes 
paid another state, on income assign- 
able to North Dakota. The credit 
for such taxes may not exceed the 
difference between (a) the amount 
of tax that would be due if all of the 
taxpayer’s income had been derived 
from sources within North Dakota 
and (b) the amount of tax that would 
be due if the income from sources out- 
side the State, together with any fed- 
eral income tax, were excluded from 
the computation of the North Dakota 
income tax. Individuals are allowed 
to deduct from their net income the 
following: federal income taxes, but 
not social security and self-employ- 
ment taxes; plus income taxes paid 
foreign countries during the applica- 
ble tax year, adjusted. by any federal 
or foreign tax refunds, to the extent 
that they were paid or accrued upon 
income which becomes a part of the 
North Dakota taxable income; plus 
the larger of either the standard de- 
duction or allowable itemized deduc- 
tions... Formerly, individuals could -not 
deduct federal income taxes if they 
elected to use the standard deduction. 
H. B. 904, approved March 9, 1961, 
effective July 1, 1961. 


North Dakota Will Allow Individ- 
uals Federal Income Tax Deduction. 

-Individuals are permitted to deduct 
federal income taxes paid on income 
of corporations in case of elections un- 
der the federal Code relative to tax 
option liquidating 
corporations unless paid with respect 
to dividends deductible under Sec. 
57-38-21 (net income defined). The 
deduction of dividends received out of 
income on which the corporations 
have paid North Dakota income tax is 
repealed from Sec. 57-38-22.1 (deduc- 
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tions allowed) and added to Sec. 57- 
38-21 (net income defined). H. B. 888, 
approved March 3, 1961, effective for 
income years beginning after 1959. 


North Dakota Restricts Property 
Tax Exemption for Blind and Dis- 
abled Persons.—The property tax ex- 
emption of clothing, musical instruments 
and household goods owned and per- 
sonally used by blind or permanently 
and totally disabled persons has been 
restricted to such persons having an 
income of less than $100 per month. 
H. B. 787, approved March 2, 1961, 
effective July 1, 1961. 

North Dakota Changes Basis of 
Veterans’ Homestead Exemption from 
Property. Tax.—-Fixtures, buildings 
and improvements. upon lots in any 
city or village up to a “net assessed” 
valuation of $10,000 used and owned 
as a homestead by a disabled veteran 
is exempt from property tax. . Form- 
erly, buildings and improvements. up 
to a valuation of $10,000 were exempt. 
H. B. 826, approved March 2, 1961, ef- 
fective July 1, 1961. 


North Dakota Limits — Property 
Tax Exemption for Nonprofit . Or- 
ganizations.—Any portion of premises 
not used exclusively for places of 
meeting and conducting the business 
and ceremonies of nonprofit organiza- 
tions is subject to property tax. If 
such organizations are licensed to sell 
alcoholic: beverages, the part of the 
premises where the beverages are-sold 
or consumed will be subject to taxa- 
tion if the beverages are sold for 
profit. If food other than that served 
at lodge functions and banquets and 
food sold or consumed ‘in any fra- 
ternity or sorority house is ‘sold at a 
profit on the premises, that portion of 
the premises will be subject to taxa- 
tion. H. B. 797, approved March 3, 
1961, effective July 1, 1961. 


North Dakota Limits—Time for 
Assessing Substantial Amount of 
Omitted Income Tax.—lIf a taxpayer, 
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other than a corporation, omits from 
net or gross income an amount prop- 
erly includible therein which is in ex- 
cess of 25% of the net or gross income 
stated in the return, the tax may be 
assessed, or a proceeding in court for 
the collection of the tax may be begun 
without such assessment, at any time 
within six years after the due date of 
the return, or six years after the re- 
turn was filed, whichever period ex- 
pires later. H. B. 890, approved 
March 2, 1961, effective July 1, 1961. 


North Dakota Defines “Processing” 
for Sales and Use Tax Exemptions.— 
For purposes of the exemption al- 
lowed processors in the sales and use 
tax law, processing means tangible 
personal property including contain- 
ers which are intended, by means of 
fabrication, compounding, manufactur- 
ing, producing or germination to 
become an integral, ingredient or com- 
ponent part of other tangible personal 
property intended to be sold ultimately 
at retail. S. B. 109, approved March 
2, 1961, effective July 1, 1961. 


South Dakota—Property Used for 
Public Highways Exempt.—Property 
acquired by the State or any political 
or executive subdivision thereof, and 
used exclusively for public highways, 
is exempt from taxation. H. B. 716, 
approved February 14, 1961, effective 
July 1, 1961. 


Tennessee—Property in Interstate 
Commerce Not Taxable While Stored 
in State.—All personal property which 
is moving in interstate commerce 
through Tennessee or which was con- 
signed to a warehouse. within. the 
State from outside the State, for stor- 
age, in transit to a final destination 
(whether specified when transporta- 
tion begins or afterwards) which is 
also outside the State is deemed not 
to have acquired a situs in the State 
of Tennessee for purposes of ad valor- 
em taxation. Ch. 310, approved and 
effective March 13, 1961. 
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Tennessee Fixes Load Vehicles Can 
Be Registered at Reduced Rates.— 
Motor vehicle carriers designed and 
used only for the transportation of 
equipment that is mounted thereon, 
which are referred to as “fixed load 
vehicles,”. may be registered at a rate 
of 25% of the fees established for the 
various classes of freight motor vehi- 
cles. Provisions registering tractors 
used for purposes other than trans- 
porting freight are repealed. Ch. 200, 
approved and effective March 13, 1961. 


Tennessee Says Herbicide Chemi- 
cals Exempt from Sales Tax.—Herbi- 
cide chemicals when sold directly to 
the farmer and used to destroy or 
prevent the growth. of weeds and 
brushes are exempted from the sales 
tax. Ch. 248, approved and effective 
March 16, 1961. 


Tennessee Has Special Formula for 
Apportioning Assets for Corporate 
Franchise Tax.—Once a special formu- 
la for apportioning assets has been 
adopted by a corporation for the cor- 
porate franchise tax, it must be 
continued so long as the unusual cir- 
cumstances giving rise to it remain 
substantially unchanged. Ch. 165, ap- 
proved and effective March 4, 1961. 


(Note. Ch, 122 requires that special 
formulas for apportioning receipts 
subject to the corporate excise tax 
must be continued so long as the un- 
usual circumstances giving rise to the 
formulas remain substantially un- 
changed. ) 


Other State Tax Developments 
California State Supreme Court Up- 


holds Bank Tax.—The California Su- 
preme Court has ruled that provisions 
of the franchise-corporation income 
tax law imposing a tax on banks are 
valid. In a number of cases which 
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were consolidated, the plaintiffs, na- 
tional banks, alleged that the bank tax 
violates Federal laws prohibiting the 
state taxation of the personal prop- 
erty of banks. Security-First National 
Bank, Cal. Supreme Ct. 


Michigan’s Tax on National Banks 
Not Discriminatory.—Act 9, Public 
Acts of 1953, does not, in practical 
operation, have a discriminatory effect 
upon national banks and does not vio- 
late the federal provision which pro- 
hibits the taxation of national banks 
at a greater rate than is assessed 
“upon other moneyed capital in the 
hands of individual citizens of such 
State coming into competition with 
the business of national banks.” 

Act 9 levies a tax of five: and one- 
half. mills on the book value of each 
share of stock in national banks, while 
the separately imposed tax on savings 
and loan association shares is two- 
fifths of a mill on the value of the 
shares. plus, on state associations only, 
one-fourth of a mill on the value of 
the paid-in capital and legal reserves. 


This tax structure does not result 
in discrimination. It looks to. the 
moneyed capital. controlled by the 
shareholder. If it isa share in.a bank, 
the legislature considers the deposits 
available for investment and fixes. a 
rate commensurate with the increased 
earnings and investment power of the 
shareholder. The resulting tax is not 
on the assets of the bank, nor on de- 
posits, but on the control the share- 
holder has in the moneyed capital 
market.. A savings and loan share- 
holder controls no deposits. He has 
only the cash value of his shares and 
the reserves allowed by law insofar 
as the moneyed capital market is con- 
cerned. Consequently, he pays a lower 
rate. Michigan National Bank, United 
States Supreme Court, {[ 200-142. 





Harvard's New 
Foreign Tax Books 


The Foreign Tax Credit: Elisabeth 
A. Owens. . The Law School of Har- 
vard. University, Cambridge, Massa- 
chusetts. 1961. 634 pages. $20. 

Taxation in India. (World Tax 
Series). Little, Brown &.Company, 
34 Beacon Street,. Boston 6, Massa- 
chusetts. 1960. 555 pages. $15. 


We announced the publication of 
Elisabeth A. Owens’s book, The For- 
eign Tax Credit, in February, 1959. 


Such an early announcement came 
about in this way. We had carried 
two articles on The Foreign Tax Credit; 
one in our May,. 1958 issue, and the 
other. in our November, 1959 issue. 
Such articles proposed different meth- 
ods for calculating foreign tax credit 
allowed by Section 902(d) of the Code, 
on the receipt of royalties from a 
wholly owned foreign subsidiary. 
After seeing these two articles, Miss 
Owens thought that, based upon her 
research for writing a forthcoming 
book, further comment on the subject 
matter of these two articles was in 
order, and we were glad to have the 
opportunity to present her views to 
our readers. The book has now been 
published by the International Pro- 
gram in Taxation at the Law School 
of Harvard University. 

This book is a comprehensive tech- 
nical analysis of United States code 
and treaty law on the credit. As the 
first study. providing complete cover- 
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age of the problems which arise in 
crediting foreign taxes, it is a valu- 
able. reference work for tax lawyers 
and accountants, businessmen and in- 
vestors, and scholars interested in 
international taxation. 

No matter in which country a for- 
eign tax credit device is used, the same 
problems of policy and implementa- 
tion will arise. Thus, the material in 
this book, though based on the United 
States system, is at the same time 
useful to other countries which al- 
ready have a foreign tax credit or may 
consider adopting one. In addition, 
the study evaluates the foreign tax 
credit as one alternative method among 
others for eliminating the burden of 
multinational taxation as a barrier to 
the free flow of internationa! trade 
and investment. 

This section and foreign tax gener- 
ally received much publicity in 1959 
and 1960 because of the near passage 
of what was popularly known as the 
Boggs Bill. This new book is up to 
date with the discussion of the amend- 
ments enacted in September, 1960. 


The book on India is also a part of 
the Harvard Law School Interna- 
tional Program in Taxation which is 
as complete as all other books in this 
series, mainly those dealing with Aus- 
tralia, Brazil, Mexico, Sweden and the 
United Kingdom. The Indian Na- 
tional Government may impose taxes 
in 12 categories. In addition state and 
local governments impose taxes in 17 
categories. In some tax areas the 
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states have concurrent powers with 
the central government to determine 
the means and methods. State taxing 
power is subject to the emergency 
powers of the central government. In 
some instances states may delegate 
part of their taxing to the central gov- 
ernment. The list below are those 
powers allocated exclusively to the 
central government. 


(1) Taxes on income other than 
agricultural income. 

(2) Export and import duties. 

(3) Excise duties, except on alco- 
holic liquors or narcotics not contained 
in medicinal or toilet preparations. 

(4) Corporation tax. 

(5) Taxes on the capital value of 
assets, except agricultural land, of in- 
dividuals and companies ; taxes on the 
capital of corporations. 

(6) Estate and succession duties, 
except on agricultural land. 

(7) Terminal taxes on goods or 
passengers. 

(8) Taxes on railway fares and 
freights. 

(9) Taxes other than stamp duties 
on stock exchange and futures market 
transactions. 

(10) Rates. of stamp duties on fi- 
nancial documents. 


(11) Taxes on the sale or purchase 
of newspapers and on advertisements 
published in newspapers. 

(12) Taxes on the sale or purchase 
of goods in the course of interstate 
trade. 


Study Finds Private Investment 
Abroad a Help to U. S. Economy 


Ma- 
chinery & Allied Products Institute 


Private Investment Abroad. 


1961—21 pages. 50 cents. 

In this study, certain popular mis- 
conceptions concerning the role of pri- 
vate investment abroad are held up 
to the light of analysis and found to 


Books 


be wanting. MAPI finds that private 
investment abroad is a positive factor 
in domestic employment, the U. S. 
balance-of-payments position, and the 
economy as a whole. This conclusion 
is highlighted by the following findings : 


(1) Repatriated earnings from U. S. 
direct private investment abroad have 
exceeded net capital outflows into 
such investment by some $8 billion 
over the past decade. In fact, inflow 
of. capital from overseas investment 
has exceeded outflow in every year 
since 1950. 


(2) Direct investment abroad gen- 
erates demand abroad for U. S. prod- 
ucts, thus improving the U. S. 
balance-of-payments position and pro- 
moting greater employment of Amer- 
ican workers. One example related 
in the Institute study tells of a com- 
pany which invested in Latin America 
some five years ago and since then 
“has shipped parts and finished ap- 
paratus to the foreign subsidiary from 
its U. S. plants having a dollar value 
equal to 6% times its initial dollar 
investment.” 

(3) Oftentimes foreign subsidiaries 
assist U. S. parent companies which 
have been adversely affected by for- 
eign competition. Foreign profits in 
such instances strengthen the over-all 
business. organization, and domestic 
employment and general economic 
activity can be maintained at higher 
levels than would be possible other- 
wise. As the study emphasizes, “It 
should be remembered that the 
sole reason, in the final analysis, for a 
U. S. company to invest abroad is to 
increase the earning power of the par- 
ent company here in the United States.” 


The bulk of trade is conducted be- 
tween industrialized countries, not 
between industrialized and underde- 
veloped areas. Consequently there 
are certain fallacies in the proposal to 
limit tax incentives to underdeveloped 
areas. Secondly, overseas investment 
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is an evolutionary process for most 
businesses which first begin by ex- 
porting, proceed to licensing ventures, 
and then go overseas to invest—usually 
in countries not too far removed from 
the U.S. politically, economically, and 
culturally. 

The U. S. economy needs to be more 
competitive. This is the best solution 
to unemployment and balance-of-pay- 
ments problems. Proposals to pro- 
hibit the: holding of gold abroad. by 


United States citizens, to reduce gold- 
reserve requirements, to discourage 
the flow of investment capital abroad, 
etc., are at best palliatives. The In- 
stitute study concludes that “To un- 
dertake to deal with our foreign 
economic problems by changing U. S. 
tax laws so as to discourage invest- 
ment abroad would not only reflect 
unfavorably on the U. S. but would 
distract us from facing up to the real 
issues.” 


Federal Health Program 


President Kennedy’s program for new health legislation 
continued with the introduction of H. R. 4222 in the House of 
Representatives by. Mr. King of California. This bill encom- 
passes that part of the President’s program which calls for (1) 
inpatient hospital services, (2) skilled nursing home services, 
(3) hospital outpatient clinic diagnostic services, and (4) com- 
munity visiting nurse services for all persons aged 65 and over 
who are. eligible for social security or railroad retirement 
benefits. The President said that this part of his program could 
be financed by an increase in the taxable earnings base from 
$4,800 to $5,000. The social security contribution rates would 
be increased .25 of 1 per cent on employers and .25 of 1 per cent 
on employees and .375 of 1 per cent for the self-employed, 
effective in 1963. 

At the beginning of 1963; there will be about 16.75 million 
people aged 65 and over in this country. Of these, 14.25 million 
will be protected by the program because they are entitled to 
social security or railroad retirement benefits... An additional 
.25 million—retirees under the federal staff retirement systems 
—will be eligible for health benefits that are at least equivalent 
in value. -About .5 million persons will be on the veterans’ 
pension or compensation rolls, and generally these people can 
obtain comprehensive health care under the veterans’ pro- 
grams. Over 1.25 million of the remaining aged persons who 
are not covered under the social security and railroad retire- 
ment programs will be on the old-age assistance rolls when 
the new program goes into effect. Having already met a test 
of need under the assistance program, these people will be 
eligible, for such medical assistance as is provided under the 
old-age assistance programs of the states in which they live. 
In summary, all but about .5 million persons aged 65 and over 
would be eligible for some form of health protection under 
public. programs. 

Payments to the providers of the service would be made 
on the basis of the reasonable cost incurred in providing care 
for beneficiaries. 
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Meetings of Tax Men 


St. Mary’s University Institute. 
The Third Annual Institute on Fed- 
eral Taxation and Estate Planning, 
sponsored by St. Mary’s University 
School of Law in San Antonio, Texas, 
will be held on April 27 and 28 at 
the Gunter Hotel in San Antonio. 

The two-day institute will include 
afternoon workshops of panel discus- 
sions of tax problems in real estate 
transactions, farming, estate planning 
and compensation plans. The speaker 
for the Friday luncheon is Michael 
Waris, Jr. of the Head 
Treasury Department Legal Advisory 


Associate 


John Hancock Hall in Boston. 


Staff in Washington, D. C. The panels 
are composed of Texas CPA’s and 
attorneys; the chairman of the insti- 
tute is Stanley Schoenbaum. 


Federal Tax Institute of New Eng- 
land.—The Federal Tax Institute of 
New England will conduct a Satur- 
day Forum on Saturday, April 29, at 
The 
subject of the forum will be “The 
Story of a Corporation and Its Stock- 
holders.” The program will be con- 
ducted as a skit in four acts. Mortimer 
M. Caplin, Commissioner of Internal 
Revenue, is to be the guest speaker 
at the luncheon session. Registration 
fee, including the luncheon, is $12. 


‘“My client is being denied his constitutional right to a trial by 
a jury of one’s peers. This case involves intent, admittedly, 
different for persons who may not have had similar transactions. 
The 12 people on this jury should be those people who have had 
their intentions challenged by the Internal Revenue Service.” 





Saving Income Tax Money ... and then 


WASTING IT ON NEEDLESS 
EXCISE TAX PAYMENTS? 


Everyone plans for all the income tax 
breaks he’s allowed—but how much Ex- 
cise Tax money is needlessly spent each 
year? The 1961 Edition of the U. S. . 
EXCISE TAX GUIDE shows you what Tax| Guide 
you have to pay, what you're entitled to 
save in Excise Tax situations. 


If you have anything to do with 
excise tax matters, you'll be more than 
interested in what this new edition has 
to say and show! New regulations, im- 
portant rulings, significant court deci- 
sions ... all are reflected and explained. 











@ 448 pages @ 6” x 9” size 


FEATURES YOU'LL LIKE AND USE @ topical index 


A popular feature of the Guide is its time-saving check list of taxable 
and nontaxable items. Think of the item, flip to {| 400 and, quick as a flash, 
you’re told whether or not it’s taxed. The list is specifically designed to 
give you quick answers. If you want to know more, each item has a helpful 
reference to expanded related explanations in the book. 


The Guide gives you features you need .. . excise tax rate tables; lists 
of excise tax forms by subject matter and number; filled-in Form 720; 
and a ’54 Code section finding list . . . to mention a few. Once you've 


used the U. S. EXCISE TAX GUIDE you'll find you’ve always needed it! 


WRITE FOR YOUR COPIES TODAY! 


Whatever your need—one copy or a hundred—just tell us. We’re ready 
to take care of your requirements for desk or brief case use, for good-will 
distribution or for. staff use. On orders for 50 copies or more, you can 
have your own imprint on the front cover—no extra charge. Use the handy 
postage-free order card attached to insure prompt delivery. Price, $5 a copy. 
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